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This book has met with instant favor and is in demand. The text is clear, comprehen
sive and authoritative. Every accountant whether engaged chiefly in cost accounting
or otherwise will find it helpful. All executives will find in it much that will be of
assistance in solving the problems before them.
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There Is Prestige in the Name
• • • WALTON
Mention of Walton School of Commerce as the source of one’s knowledge of account
ancy is in itself a recommendation to any employer. A Walton trained student is a well
trained student — that is why it has been possible for Walton trained men to attain such
high honors in competitive examinations.
For example, of the approximately twelve thousand
certified public accountants in the United States,
more than 10 per cent were schooled in Walton
methods. Walton men attained highest honors in
American Institute examinations for nine consecu
tive years, and twenty-two medals awarded by the

Illinois Society of Certified Public Accountants
have been won by Walton students.
It is only natural that the possession of Walton
training gives its owner added prestige as the result
of his school’s individual accomplishments.

THE "NEW DEAL” BRINGS OPPORTUNITY
Every present indication points to renewed activity
in practically every line of business. The demand for
trained executives must increase accordingly. Wal
ton training in accountancy paves the way to posi
tions of responsibility and splendid remuneration.
Thousands of America’s leading executives, audi
tors, treasurers, secretaries, vice-presidents, and
presidents of outstanding business organizations
began their climb to success through Walton
schooling.
Profit through their experience — determine to
day to reach an enviable place in the world of com
merce, and take the first step toward fulfilment by
enrolling as a Walton student, either in our Chicago
residential school or for Home Study instruction.
More than 80 per cent of Walton’s “honor” stu
dents got their training through “home study”
courses.

of the Successful Can
didates in the Novem
ber 1932

ILLINOIS C.P.A.

EXAMINATION

Were

WALTON TRAINED

Send for this Helpful Book
"The Walton Way
To A Better Day
You will find every one of its 136 pages inspiring with their re
markable exposition of Walton ideals and achievements. This fine
book is FREE and sending for it entails no obligation. Use the
coupon below Now!

WALTON COURSES
CONSTRUCTIVE ACCOUNTING « >> ADVANCED ACCOUNTING AND AUDITING
COST ACCOUNTING
« »
BUSINESS LAW
« »
FEDERAL INCOME TAX ACCOUNTING
MATHEMATICS OF ACCOUNTING AND FINANCE « » C.P.A. COACHING

Day and Evening Classes and Home Study Instruction

Walton School
—— Commerce -—
Thomas B. Gill

Building

Member National Home Study Council

WALTON SCHOOL OF COMMERCE, 403-413 McCormick Building, Chicago, Illinois
Without obligation on my part, please send me a copy of " The Walton Way to a Better Day,” and suggestions as to what you can
do to help me advance in the business world.

Name..............................................................................................................................

□

Home Study Instruction

□ Resident Day Classes
Occupation................................................................................ Age..............................

When writing to advertisers kindly mention The Journal

of

□ Resident Evening Classes
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Another Favorable Review of

LAW FOR LAYMEN
A PRACTICAL HANDBOOK FOR STUDENT, ACCOUNTANT, EXECUTIVE

by Harold Dudley Greeley, LL.B., LL.M.
New York and Connecticut attorney-at-law
“ Whereas most legal texts are likely to have their meanings obscured in a tangle of technical verbiage,
the present volume is a happy exception, because it explains in everyday language the principal points
of law about which the student or business man needs to know . . . the knowledge which the layman
needs is not extensive information about multitudinous and isolated rules of law, but rather an under
standing of legal principles and an acquaintance with the procedures by which those principles are ap
plied. . . . Only those portions of substantive law as are of great interest to accountants and business
men — business rather than personal subjects — are included. Specifically, the topics covered are
contracts, agency, real property, mortgages, personal property, partnerships, corporations, landlord
and tenant, patents, trade-marks and copyrights, equitable titles, rights and remedies, sales, bailments
and carriers, insurance and workmen’s compensation, negotiable instruments, suretyship, insolvency
and bankruptcy, and wills, estates, and trusts.”—THE AMERICAN ACCOUNTANT, New York, N.Y.

347 pages, cloth bound, price delivered in U. S., $3.50

American Institute Publishing Co., Inc., 135 Cedar Street, New York

New - Revised - Complete
A New FREE Booklet (just off the press)
lists and describes

1000 DIFFERENT
Pathfinder
Standard Forms & Systems
MORE THAN

EW YORK C. P. A. Theory and Auditing Ques

Answers to the last 36 examinations
Nwilltionsbe with
available for distribution on or before August 1,

1933. These books will contain answers to the April
1933 questions.
The New York C. P. A. Law Questions with Answers
by Dr. A. Lincoln Lavine is now available for distribu
tion at $4.75 list price. Those who purchase this volume
now, either from the American Institute Book Shop or
from the publisher direct, will receive a special price
later on the other two books when they are off the press.

This booklet also outlines a few of the unusual types of service
and cooperation that are available to the practising accountant,
including a wealth of accounting data for dozens of specific lines
of business . . . The use of these nationally recognized forms and
systems opens the door to an increased clientele. Through their
use it is now possible to install up-to-date accounting systems for
many lines of business, at a cost within the reach of the smallest
firm . . . This booklet should be in the brief case of every public
accountant for constant reference. If you are not thoroughly fa
miliar with the nature and extent of Pathfinder products and
service features, write for a copy of this new booklet today.
Although it is mailed without charge, you will find it

STANDARD TEXT PRESS

INTERESTING, VALUABLE and
AN EXCELLENT REFERENCE

We are in need of additional copies of the

Charles R.Hadley Company

186 Joralemon Street, Brooklyn, New York

NOTICE
August, 1932
Journal of Accountancy

General Offices: Los Angeles, California
Seattle
Portland

San Francisco
Detroit
-------------------- ~---------------------- New York

pathfinders j
IN

LOOSELEAF

American Institute Publishing Co., Inc.
135 Cedar Street
New York

SYSTEMS
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The
BENTLEY SCHOOL
of ACCOUNTING
and FINANCE
A DISTINCTIVE SCHOOL
which is devoted exclusively to train
ing men who desire to specialize in
preparation for the key department
of business administration, or for
professional accounting.

III

Revised Edition!

Third Edition — September, 1928
Second Printing — May, 1930

Many of the graduates are holding
positions such as:

I IN BUSINESS — office manager,
head accountant, cost accountant,
traveling auditor, general auditor,
credit manager, comptroller, statisti
cian, assistant treasurer, treasurer,
branch manager, vice-president, gen
eral manager.
IN PUBLIC ACCOUNTING —sen
ior accountant, supervisor, manager,
partner.

Theory, Auditing and Problems
A four-volume digest of problems and ques
tions given in 955 C. P. A. examinations by
accountancy boards in 48 states; June, 1929
papers are included. Distribution is:
California.......................
Florida............................
Illinois............................
Indiana...........................
Massachusetts..............
Michigan........................
Missouri.........................

39
26
42
25
20
23
26

New Jersey..................... 16
New York....................... 60
Ohio.................................
24
Pennsylvania................. 31
Washington.................... 33
Wisconsin.......................
18
Other States................. 572

¶ Its graduates are employed in 29
states and 6 foreign countries.

The four buckram-bound volumes contain 400
problems and 5,824 questions, classified in
related groups, with lectures authenticated by
7,579 specific references to recognized accounting
authorities. Volume II solves problems in Volume
I; Volume IV solves problems in Volume III.
Time allowances are given so problems may be
solved under C. P. A. conditions.
A Golden Opportunity
This set is almost indispensable to C. P. A.
candidates as it combines C. P. A. theory and
auditing questions with authenticated lectures,
and classified C. P. A. problems with solutions
and time allowances.

¶ Students have enrolled from 22 states
and 5 foreign countries.

FREEEXAMINATION COUPON

¶ IN PUBLIC SERVICE — bank ex
aminer, tax consultant, internal reve
nue agent, special investigator, senior
auditor, treasurer.

¶ Two years are required to complete
the course, the shortest time con
sistent with thoroughness.
The catalog will be sent upon request

H. C. BENTLEY, C.P.A., President
921 BOYLSTON STREET,
BOSTON, MASSACHUSETTS

___________________________________________

THE WHITE PRESS COMPANY, INC.
Departmental Bank Bldg., Washington, D. C.
You may send me on 5days approval books checked.
□ Complete Set (Four Volumes, 1,871 pages), $15.00
□ Volume I and Solutions (Vol. II), $7.50
□ Volume III and Solutions (Vol. IV), $7.50
I agree to pay for the books or return them postpaid within
five days of receipt.
Signed..............................................

Street.......................................................................................................
City..........................................................................................................
(Sent on approval only in U. S. and Canada)
Write for Illustrative Circular

___________________________________________
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Duties of the
Junior Accountant
A NEW AND
COMPLETELY REVISED EDITION

by Alfred B. Cipriani
The American Institute Publishing Co., Inc., an
nounces publication of an entirely new edition of
this well known manual for members of account
ants’ staffs.

The new edition does not follow in detail the orig
inal text by Reynolds and Thornton. The whole
matter has been entirely rewritten, and a great
many important additions have been made. The
contents now include comprehensive directions for
handling the problems which arise in the ordinary
audit. The book consists of approximately 200
pages 6 3/4 x 41/2. Cloth bound.
PRICE DELIVERED IN THE
UNITED STATES OF AMERICA

$1.50

American Institute Publishing Co., Inc.
135 Cedar Street, New York
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SPEEDS FACTS

TO EXECUTIVES
Now — without installing any equipment —
you can get comprehensive reports and de
tailed analyses . . . when you want them . . .
in the form you want them . . . with the ac
curacy that the Electric Accounting Method
assures . . . prepared by a new department of
IBM. This is the function of the International
Tabulating Service Bureau.
No longer need vital reports be delayed
. . . nor your accounting and statistical or
ganizations overburdened with peak loads.
Let the Bureau take over the work and give
you accurate results — quickly and at low cost.

The entire line of International Electric
Tabulating and Accounting Machines (Hol
lerith) is available in the Bureau’s offices. You
can employ any single one of these devices for
a definite electric accounting procedure or, if
necessary, all of them ... by minutes, hours,
days, or on a monthly contract basis ... to
handle special jobs or all your accounting and
statistical work.
All data handled by the Bureau is held
in strict confidence.
Operating offices are maintained in all
principal cities. For details, write for folder
J-l 144.

An International Tabulating Service
Bureau Installation

CLIENTS SERVED
Manufacturers . . . Wholesalers . . . Rerailers . . .
Branch Offices . . . Public Utilities . . . Government
Departments — Federal, State, County, Citv . . .
Insurance Companies — Fire, Life, Casualtv . . .
Transportation Companies — Land, Air, Water . , .
Financial Institutions . . . Hospitals . . . Social Re
search Organizations . . . Public Institutions . . . Trade
Associations . . . Accountants . . . Statisticians . . .
Advertising Agencies . . . Newspapers . . . Publishers
. . . Market Analysts.

The tremendous advance made in accounting methods will be
shown by IBM at its exhibit in the General Exhibits
Group, CENTURY OF PROGRESS EXPOSITION,
Chicago, June 1st — November 1st.

International Business Machines Corporation
International Electric Tabulating and Accounting Machines . . . international Time Recorders and Electric Time Systems
International Industrial Scales . . . Dayton Moneyweight Scales and Store Equipment

General Offices
270 BROADWAY, NEW YORK, N. Y.
OFFICES

AND

SERVICE

STATIONS

Canadian Division
300 CAMPBELL AVE., W. TORONTO, ONT.
ALL

PRINCIPAL CITIES OF
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DUTIES OF THE

SENIOR ACCOUNTANT

What Shall I Do

When—?
Following the enormous success of Thornton and Rey

nolds’ "Duties of the Junior Accountant” a second vol

Every professional man must ask
himself: What shall I do when this
happens or when that is requested?

ume has been written by F. W. Thornton and is now
published for the American Institute of Accountants.

It has been the good fortune of the American
Institute Publishing Co., Inc., to induce Mr. Thornton

to prepare another text on the closely related subject:

"Duties of the Senior Accountant.” There have been
numberless requests for a book of this kind which can

The most important considera
tion of every reputable accountant
should be the proper practice of his
profession; consequently a brief text
upon the general subject of ethics is
a useful addition to every account
ant’s library and constitutes a help
ful companion, especially for begin
ners in the field.

be carried about without being burdensome and at
the same time can convey to the senior accountant ad

vice upon many of the points which will arise in the
course of his work in the field and in the office.

The present book is as brief as it could possibly be
made. The author felt, no doubt, that in a book of this

kind there was no room for unnecessary verbiage. He

felt that it was his pleasure and duty to tell in a very
few words his opinion of what should be done. Those
who are familiar with Mr. Thornton's style will remem

ber that he does not waste words. Here is a brief,

clear and most interesting series of lectures on what

In Ethics of a Profession the opin
ions of leaders in accountancy are
summarized and presented in clear,
concise language.

Ethics of a Profession consists of
159 pages. The subjects specifically
discussed are the following: Going
into Practice, Offices, Partners,
Branch Offices, Incorporation, The
Accountant’s Place in the Com
munity, Soliciting, Advertisement,
The First Client, Fees, Contingent
Fees, Commissions, Bidding, Se
crecy, Prophecy, Name, Clients,
Staff, Language.

the senior accountant in these modern days should do.

103 pages, cloth bound, pocket size, $1.25 de
livered in the United States.

Bound in Cloth, $1.50

American Institute
Publishing Co., Inc.
135 Cedar Street

AMERICAN INSTITUTE PUBLISHING CO., INC.

NEW YORK

135 Cedar Street, New York
When writing to advertisers kindly mention The Journal of Accountancy
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A N outstanding feature of the course in
Accounting offered by the Inter
national Accountants Society, Inc., is the
Resident Final Examination, which each
student must pass before his diploma of
graduation is issued.

The

RESIDENT
Final Examination

PLAN

The Resident Final Examination Plan
was inaugurated in April, 1925, and every
student enrolled for the ninety-lesson
I.A.S. Course since that time is required,
after finishing the work on his course, to
take an examination held under the per
sonal supervision of a Certified Public
Accountant (or, if a C. P. A. is not avail
able, an Attorney at Law) either in the
student’s home city or in an adjacent city.
Just prior to the date of examination,
the necessary examination questions and
all blank forms for the candidate’s work
ing sheets, schedules, statements, and
other papers required for the solutions, are
mailed to the supervising C. P. A., as a
confidential communication between him
self and the I. A. S.
The examination material is handed to
the student at the beginning of the ex
amination period. It is the supervisor's
obligation to remain with the student dur
ing the examination and to insure that he
completes the examination without having
access to textbooks, notes, or any outside
help.

Upon request, we will gladly mail our book
let, "How to Learn Accounting,” to anyone
who is interested in obtainingfull information
regarding I.A.S. training. Address the In
ternational Accountants Society, Inc., 3411
South Michigan Avenue, Chicago, Illinois.

International
Accountants Society, Inc.
A Division of the

ALEXANDER HAMILTON INSTITUTE

When the examination is finished, the
papers are turned over to the supervisor,
who forwards them to the International
Accountants Society, Inc., in Chicago,
where final judgment as to the student’s
eligibility for a diploma is made by the
Active Faculty.
The same examination is never given
the second time in the same city.
The Resident Final Examination Plan
assures prospective employers that I. A. S.
graduates possess a thorough, tested
knowledge of Accounting.
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BILLING
INVESTIGATE THESE

NEW

DEVELOPMENTS

THAT SPEED UP WORK

AND CUT COSTS

SEND FOR THESE FOLDERS
ON BILLING

1
2
3

This folder shows how Invoices are
written, calculated and totaled in one
operation — continuous billing forms
may be used, if desired.

Illustrates a plan by which Invoices
are written, calculated, totaled and Cost
Price (or Commission) figured at one
operation.
In the method described in this folder,
the Invoice is written and calculated,
and Ledger and Statement are posted
with one handling of media.

MAIL THIS COUPON
Burroughs Adding Machine Company
6405 Second Boulevard, Detroit, Mich.
Please send me, without charge or obli
gation, folders numbered____________
I am interested also in other folders on
the subjects checked below.
□ Payroll
□ Figure Distribution
□ Stores Records □ Accounts Payable
□ Accts.Receivable □ Gen’l Accounting

Name_____________________________
Address___________________________

For many years Burroughs has made an
intensive study of billing machine require
ments, with the result that many new
machines . . . many new features . . . have
been developed to bring greater speed and
economy to this phase of accounting.
For example, there is a Burroughs Type
writer Billing Machine that writes and
computes a complete invoice in one opera
tion, including all typing, extending, dis
counting and totaling. The same machine
also posts various other accounting records.

To assist accountants in becoming familiar
with these new developments, Burroughs
offers to send — without charge — any or
all of the folders on this page. Similar
folders on other phases of accounting are
also available.

Burroughs

When writing to advertisers kindly mention The Journal of Accountancy
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EDITORIAL
Following the recent action of the New
Chicago Stock Exchange York stock exchange requiring that all
Requires Certified
applications for listing of corporation
Statements
securities be supported by financial
statements certified by independent public accountants, the
second largest exchange has taken similar action. On March 21st
the Chicago exchange adopted regulations from which the follow
ing excerpts are taken:

“Clear and informative financial statements, including a bal
ance-sheet, profit-and-loss statement and an analysis of surplus,
shall be submitted as part of each application. Such financial
statements shall truly disclose the past operations and present
condition of the company and shall be certified to the Chicago
stock exchange by duly qualified independent public accountants,
whose certificate shall be set forth in full as a part of the applica
tion.”
Later in the same pronouncement the Chicago exchange makes
the following requirement:

“Applicant companies shall agree to mail to the exchange and
to their stockholders with the notice of the annual meeting a
report of the operations for the preceding fiscal year, including a
balance-sheet, profit-and-loss statement and analysis of surplus.
Such financial statements shall be clear, complete and informative.
They shall truly disclose the operations and condition of the com
pany and shall be certified by duly qualified, independent public
accountants whose certificate in form satisfactory to the exchange
shall be attached.”
321
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It will be noted that the language in these two paragraphs is
practically identical with the rules of the New York exchange.
The movement which was inaugurated in the early part of this
year to require full exposition of financial condition is thus spread
ing, as was expected, throughout the country, and there seems
good reason to believe that in addition to the exchanges which
have already participated practically every important exchange
throughout the land will see the wisdom of making the require
ment for independent audit.
In the Chicago regulation there is a
highly interesting development. Para
graph 7 reads as follows:
“Securities will not be listed coincident with a public offering.
Applications will only be considered when the company demon
strates that the securities to be listed are sufficiently distributed
to the public to assure a free and open market.”

Listing Dependent on
Distribution

This rule is really an effect of the dissatisfaction which has
often been expressed relative to the common practice of listing
securities “when, as and if issued.” There are many reasons why
this custom is unfavorably regarded, and certainly there can be no
violent objection to withholding listing until, as the rule says,
“the securities are sufficiently distributed to assure a free and
open market.” This is one of the many indications of a change
of sentiment in the security markets of the country, and it un
doubtedly makes for a better control of dealing in securities.
The old notion that the securities of any corporation of reputable
standing could be safely offered for purchase and sale prior to
actual issuance was founded in part upon a too confident belief
that the issuance would take place. Anything which will limit
trading to the securities which have a free and open market will
be of benefit to all concerned.

Several important developments have
followed the recent compulsory holiday
which closed the banks throughout the
country. The public was aroused to a spirit of inquiry, and a
demand arose and continues to arise for reformative measures
which shall forever prevent the creation and the continued ex
istence of banks which are fundamentally unsound. Someone
said in a speech recently that the bankers have “got religion.”
322
Effects of Bank
Holiday

Editorial

It does not seem to us that the spiritual conversion has been so
much on the part of bankers as it has been of the general public.
The old days when people thought that a bank was strong because
it was a bank are gone for good. Indeed, the glory of being a
director of a bank is not as lustrous as it was. Some directors
have found that the burden of responsibility and the actual lia
bility of directorate are far too heavy and outweigh the prestige
which such directorates were supposed to imply. It begins to
look as though the banks of discount hereafter will be banks of
discount and nothing else. The voluntary separation of the
Chase National Bank of the state of New York from its sub
sidiary, the Chase Securities Corporation, was one illustration of
the change of heart which animates not only small and unim
portant banks but the greatest institutions in the country. In a
letter from the president of the Chase Bank to shareholders he
says:
“On March 8 last I issued a public statement pointing out that
the experience of the past ten years had clearly indicated the
advisability of separating commercial banking from the general
business of investment banking. The Chase National Bank had
for some time been giving serious consideration to the question of
severing its connection with its security affiliates and of limiting
its future participation in investment banking solely to handling
obligations of the United States government and of states and
municipalities and other securities as provided in the national
banking act.”

When the largest bank in the world, which has held as its sub
sidiary one of the largest securities corporations of the world,
finds it desirable in the public interest to divorce these two fields
of activity there must be sound logic underlying such a decision.
It is quite certain that many of the subsidiary companies of banks
created to handle investments not strictly within the range con
templated by the national banking act have been conducted with
due regard for the protection of investors. Nevertheless, the
business of banking is more secure when it remains within its own
historic bounds.

Another outcome of the bank holiday,
or, it would be preferable to say, of the
conditions which induced the bank
holiday, is a more emphatic demand that the audits of banks shall
be thorough and independent. In too many cases bankers have
323
Bank Audits are
Desired
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ignored the additional safeguard which can be provided by in
dependent audit. They have been inclined to point with pride
to the examinations conducted by emissaries of the federal reserve
board and of the various state banking commissions. Now, these
official investigations are generally hurried and they are always
confined to a fixed routine. There is little opportunity for initia
tive on the part of state or national examiners who are compelled
to go from one institution to another, making, it is true, unheralded
visits but so limited by numbers of personnel and by regulation
that the interests of shareholders and depositors are apt to suffer
from incomplete investigation. Indeed, the requirements laid
down by the federal and state authorities look more to the written
regulations than they do to the interests of stockholders and de
positors. There are many things in the affairs of almost every
bank which the stockholder or depositor is entitled to know.
Questions of policy are not within the purview of official ex
aminers, unless something arising from a policy affects observance
of the regulations. The independent auditor goes into a bank
with a competent staff of trained men and is not ordinarily so
restricted by time that full investigation is prevented. It is the
contention of professional accountants that they can render a
service in addition to that rendered by the official representatives
of governing bodies which will bring to light mistaken policies
which may prevail and will render far safer the investment of
stockholders and the cash of depositors. In this new movement
to bring about full information the public accountant will as
suredly play an important part, and it is not unreasonable to
expect that the engagement of independent professional account
ants will spread with a rapidity that would not have been possible
had it not been for the upheaval which has shaken the entire
financial structure of the country.

At a recent meeting of the council of the
American Institute of Accountants con
sideration was given to the propriety of
an accountant’s investment in the securities of corporations of
which he is the auditor. This is a point which has been under
discussion for many years, and it seems to be the common opinion
that an auditor should be so entirely detached from any concern,
direct and personal, in the condition of a company that there can
not be the slightest danger of an imputation of self-interest. It
324
An Auditor’s
Investments

Editorial
has been said that to preclude an accountant from investing in the
corporations which his firm examines is to place upon his financial
plans a limitation that is unfair; but that does not seem to be a
valid argument. No accountant, however wide his practice may
be, numbers among his clients all the corporations in whose
progress he would like to participate. However great may be
the practice of an accountant there are many companies not
within his clientele which offer abundant opportunity for the
employment of his funds. Some professional men adopt the
policy of immediately disposing of the securities which they hold
of any corporation which becomes their client after the fact of
investment. This has been called a counsel of perfection, but if
it errs it errs on the safe side. Of course, it is obvious that a man
may own a small number of shares in a corporation and be entirely
uninfluenced in his professional work by the possession of such a
personal interest, but the difficulty of determining where lies the
line between what is substantial and influential and what is in
significant is too great. So many factors must be brought into
a solution of such a problem that the answer will never be entirely
satisfactory. What would be substantial for one man would be
quite trivial for another. To be entirely without the range of
suspicion an accountant would be wise to have no interest what
ever, even in one share, of any corporation with which he was
associated in a professional capacity. If it be true, as we have it
on excellent authority that “virtue itself ’scapes not calumnious
strokes” and “be thou as chaste as ice, as pure as snow, thou
shalt not ’scape calumny,” the argument for an almost quixotic
restraint should prevail. At any rate the council has expressed
itself finally to the effect that it does not regard with favor an
accountant’s participation in the ownership of companies or
businesses subject to his professional investigation.

There would probably be no objection
Complete Detachment
raised to investment in a close corpora
. is Best
tion whose securities were never offered
to the public outside the inner circle, but even in such cases there
is wisdom in refraining from combining the two functions of
ownership and audit. Some lawyers favor the safe rule of com
plete detachment, and yet in their case the position is slightly
different. Impartiality is not supposed to be one of their virtues.
They are engaged as special pleaders. They assume an intimate
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interest. They are almost integral in the concern. Accountants,
however, are in a different category. Their duty is the old
triune obligation to the public, the profession, the client. No
one of these three may be ignored without danger. If the public
learns that an accountant who presents a favorable report of the
condition of a corporation is the holder of stock or bonds of such a
corporation the public may be pardoned for a little suspicion that
all unwillingly and unknowingly the accountant’s opinion may be
slightly colored by his desire to see prosperity. Of course, every
one who knows the profession of accountancy is aware that the
great majority of men in the profession are absolutely upright and
would not wittingly allow themselves to be prejudiced in any
way, but then, admitting for the sake of argument that it is possi
ble for a man to separate his finances from his practice, there is
always the opinion of other people to be considered, and a position
of absolute disinterestedness is the strongest ground upon which
an accountant can stand. The council has said in effect that
auditing and ownership should not be contemporaneous, and
that, it seems to us, is good sense and right doctrine.
What a day is dawning for accountancy.
The Greatest Opportu
When
the hurly-burly’s done, when the
nity of All
battle’s lost and won this profession will
go forward into a region of marvelous opportunity. Everything
points to more accomplishment for the good of humanity—and
incidentally, of course, for the good of the profession—than has
ever been known in the past. When the income-tax laws were
written on our federal statute books there came a recognition of
the vitally important part which accounts play, and accountants
were suddenly swept into a position of prominence that rather
astonished them. They were called upon to meet the require
ments of the new laws, and business as a whole was compelled to
pay attention to the accounting which had been more or less a
matter of minor concern. Now it appears that an even greater
stimulus will be given to accountancy, and that the accountants
of this country, and indeed of all countries, will step up to a higher
plane than they have ever occupied before. Nearly all the legisla
tion and administrative regulations which are following upon
each other’s heels with an amazing rapidity are an earnest of the
need for accounts which shall tell the truth and all the truth.
The accountant stands face to face with a challenge that he must
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meet or perish. The evident intention of the federal government
to prevent the flotation of unsound securities, the prospect of
reform in banking practice, the movement to bring in protection
of the public in every way—all these involve labor for the ac
countant and a chance to do a magnificent work for the country.
It is gratifying to know that the accountants themselves appre
hend these truths. At a meeting of the council of the American
Institute in April the reports of committees indicated the aware
ness of the profession. Almost every phase of activity with which
the accountant is or is to be concerned seems to have been con
sidered in the reports of the committees which were presented to
the council. The Institute as a whole stands ready and eager to
take part in this onward march. One who remembers the early
days of accountancy must regard with gratification the change
which has taken place in public sentiment and the recognition
which is now given to the accountant as a factor in the whole
fabric of commerce and industry.

Fears have been expressed that the
recent scarcity of work for accountants
will lead to a shortage of men in the
near future. Some students of the situation seem to feel that,
because many men have been unable to find employment even
during the ordinarily busy season of winter, other men will be
discouraged and will be inclined to adopt other vocations where
there is greater probability of steady employment. As a matter
of fact, however, accountancy has not suffered more than other
callings. In many ways accountancy has been less affected than
most other professions. For example, engineering and architec
ture have been almost at a standstill because there has been
practically no construction. Business, however, still exists, and
accounts must be kept and should be audited. Perhaps, after
all, the depression may encourage new men to come into ac
countancy because when the whole field has been surveyed it
may be found that in accountancy lies opportunity as great as
that to be found anywhere. Many new men will be needed.
(Let no advertiser quote this for seductive purposes.) The men
who will be wanted will be good men, better perhaps than their
forerunners, because they will have to cover a wider scope, meet a
greater responsibility and encounter a more alert public. They
will be college men, probably, and they must be well trained.
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keen, knowing a good deal about economics of the new day—that
illusive day which seems always about to dawn and then to fade
away. It will, however, dawn at last, and perhaps in that day
there will be a new accounting. Old customs may be thrown out.
Better ways of analysis and report may ensue. And for that
new men must be ready and adaptable to all that is truly better
than tradition. No one can foretell how the future will run, but
it is sure that the men who come into the profession now will
have a task of tremendous potentialities. The brightness of
their future will excite the envy of those who labored through the
early days when recognition had not come.
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Treasury Stock and General Corporation Statutes
By L. L. Briggs

Having had occasion to make a study of the statutory law
relative to treasury stock it occurred to me that a summary of the
results of this investigation might be helpful to those who are
interested in accounting.
First, let us consider the definition of treasury stock. Accord
ing to the Ohio (General Code, sec. 8623-2) statutes treasury stock
means shares issued and thereafter acquired by the corporation.
In Rhode Island (General Laws, ch. 248, sec. 53, as amended ch.
1735, Public Laws 1931 and ch. 1941, Public Laws 1932) treasury
shares are those which have been issued and are owned or held by
the corporation.
Next, let us determine the conditions under which a corporation
may purchase its own stock. Alaska (Compiled Laws, ch. 8, sec.
8), Arkansas (Corporation Statutes 1931, ch. 1, art. 2, sec. 7),
Florida (Corporation Laws 1925, art. 4, sec. 8), Louisiana (Gen
eral Corporation Laws 1928, sec. 23), Maryland (Annotated Code
1924, art. 23, sec. 50, as amended Laws 1931, ch. 480), Ohio (Gen
eral Code, sec. 8623-41), South Dakota (Revised Code, part 17, ch.
1, art. 2, sec. 8777), and Tennessee (Public Acts 1929, ch. 90, sec.
12) permit a corporation to purchase its own shares from surplus
assets over liabilities and capital. California (Civil Code 1931,
div. 1, part. 4, tit. 1, ch. 10, sec. 342) allows purchases only from
earned surplus while Louisiana (General Corporation Laws 1928,
sec. 23) specifies that the surplus must be that available for
dividends and the purchase must not violate the contractual right
of any other class of shares. In Maryland (Annotated Code 1924,
art. 23, sec. 50, as amended laws 1931, ch. 480) the surplus avail
able for the purchase of a corporation’s own shares may include
that created by reduction of capital stock. North Dakota (Com
piled General Laws, ch. 12, sec. 4531) generally requires that the
purchase be made from surplus profits but the corporation’s arti
cles may provide otherwise and with the unanimous consent in
writing of all stockholders the purchase may be made from capital.
Oklahoma (Compiled Statutes 1921, sec. 5320) has similar provi
sions. Nevada (General Corporation Laws 1925, sec. 9, as amended
1931, 420) is even more liberal, for it allows a corporation to pur
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chase its own shares of stock with capital, capital surplus,
surplus or other property or funds. Ohio (General Code, sec.
8623-41) provides that a purchase from surplus must be
properly authorized and must not favor any shareholder over
another.
According to the New York penal law (Consolidated Laws, ch.
40, sec. 664) the directors of a corporation are guilty of a mis
demeanor if they apply any funds except surplus to the purchase
of shares of its own stock.
The statutes of Colorado {Annotated Statutes {Mills, 1924) sec.
996), Delaware {General Corporation Law, art. 1, sec. 19), Indiana
{General Corporation Act 1929, art. 1, sec. 3), Michigan {General
Corporation Laws 1931, sec. 10), Missouri {Revised Statutes, sec.
10151, as amended laws 1927, p. 394), Nevada {General Corpora
tion Law 1925, sec. 9, as amended 1931, 420), Rhode Island
{General Laws, ch. 248, sec. 5) and West Virginia {Corporation
Laws 1930, art. 1, sec. 39) permit a corporation to purchase its
own stock if its capital is not impaired by such purchase. It is
interesting to note that an earlier Colorado {Annotated Code
{Mills, 1921) sec. 996) statute forbade a corporation to acquire
treasury stock by purchase.
In Connecticut {Revised Statutes 1930, ch. 191, sec. 3423) a
corporation may purchase its own shares, but it must not render
itself insolvent by so doing nor may it purchase such shares when
insolvent. California {Civil Code 1931, div. 1, part 4, tit. 1,
ch. 10, sec. 342) and Ohio {General Code, sec. 8623-41) prohibit
such purchases if there is reasonable ground for believing that the
company is unable or the purchase will make it unable to satisfy
its obligations and liabilities. Maryland {Annotated Code 1924,
art. 23, sec. 50, as amended laws 1931, ch. 480) provides that the
purchase must not reduce assets to less than the liabilities and
capital and if a purchase is made when the corporation is in
solvent the persons receiving payment are liable to the corpora
tion, its trustees or receivers to the extent of such payment for
the debts existing at the time of payment. California {Civil
Code 1931, div. 1, part 4, tit. 1, ch. 14, sec. 365) holds purchasing
shareholders to a similar liability. Connecticut {Revised Statutes
1930, ch. 191, sec. 3423) makes the directors personally liable for
the debts of the corporation existing at the time if they assent to
purchases when the corporation is insolvent or is rendered in
solvent thereby.
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The statutes of Michigan (General Corporation Laws 1931, sec.
10) and Rhode Island (General Laws, ch. 248, sec. 5) allow corpora
tions to “acquire” their own stock while the laws of Indiana
(General Corporation Act 1929, part 2, art. 1, sec. 3) state that a
corporation may “own” its shares.
Several states, including Illinois (General Corporation Act, sec.
6) New Jersey (General Corporation Act 1896, ch. 185, sec. 1, as
amended to end of 1932) and Wisconsin (Revised Statutes, 182.01
and 182.05), expressly permit a corporation to purchase personal
property necessary to carry on its business. Since shares of a
corporation’s own stock are personal property it is permissible
for a company to acquire treasury stock for legitimate corporate
purposes in these jurisdictions.
Some states require the approval of stockholders before allowing
corporations to acquire treasury stock by purchase. In Connecti
cut (Revised Statutes 1930, ch. 191, sec. 3423) a corporation must
secure the approval of stockholders owning three-fourths of the
entire capital stock at a stockholders’ meeting warned and held
for that purpose. Louisiana (General Corporation Laws 1928,
sec. 23) requires the affirmative vote of two-thirds of the voting
power of each class of shares outstanding when the purchase is for
purposes other than those specified. Ohio (General Code, sec.
8623-41) permits a purchase of this kind when it is authorized by
the vote of two-thirds of each class of stock outstanding under
conditions named. South Dakota (Revised Code, part 17, ch. 1,
art. 2, sec. 8777) merely specifies that the stockholders’ approval
is necessary for the purchase.
California (Civil Code 1931, div. 1, part 4, tit. 1, ch. 10, sec. 342),
Connecticut (Revised Statutes 1930, ch. 191, sec. 3423), Kentucky
(Statutes, ch. 32, art. 1, sec. 544), Louisiana (General Corporation
Laws 1928, sec. 23), Ohio (General Code, sec. 8623-41), Vermont
(General Laws, tit. 25, ch. 210, sec. 4920), and Virginia (Revised
Code, ch. 147, sec. 3807, as amended to 1932) permit a corporation
to acquire its own stock in satisfaction of an antecedent debt.
California (Civil Code 1931, div. 1, part 4, tit. 1, ch. 10, sec. 342),
Louisiana (General Corporation Laws 1928, sec. 23), and Ohio
(General Code, sec. 8623-41) allow a corporation to collect or
compromise in good faith a debt, claim or controversy with any
stockholder. Connecticut (Revised Statutes 1930, ch. 191, sec.
3423) permits a corporation to take its own stock in order to pre
vent loss upon a debt previously contracted without the usual
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approval of the holders of three-fourths of the outstanding stock.
In Vermont (General Laws, tit. 25, ch. 210, sec. 4920) a corpora
tion may acquire its own shares in payment or partial payment of
a debt.
Alaska (Compiled Laws, ch. 8, sec. 7), California (Civil Code
1931, div. 1, part 4, tit. 1, ch. 9, sec. 336), Idaho (Compiled
Statutes 1919, sec. 4745), Maine (Revised Statutes 1930, ch. 56,
sec. 46, as amended public laws 1931, ch. 183), Massachusetts
(General Laws, tit. 22, ch. 156, sec. 20), Philippine Islands (Cor
poration Act, secs. 44, 45), and West Virginia (Corporation Laws
1930, ch. 31, art. 1, sec. 34) have statutes to the effect that cor
porations may forfeit shares for non-payment of calls or assess
ments. Maine (Revised Statutes 1930, ch. 56, sec. 46, as amended
Public Laws 1931, ch. 183), Montana (Revised Code 1921, ch. 7,
sec. 5985), South Dakota (Corporation Laws, part 17, ch. 1, art.
5, sec. 8807), and Virginia (Revised Code, ch. 147, sec. 3807, as
amended to 1932) allow a corporation to purchase its shares sold
at auction for assessments in default of a bidder. In California
(Civil Code 1931, div. 1, part 4, tit. 1, ch. 10, sec. 336) and Idaho
(Compiled Statutes 1919, sec. 4745) the defaulting shares must be
sold at public auction and only in the absence of other bidders
may the stock be purchased by the company. Utah (Corporation
Laws, sec. 913, as amended to 1932) also permits a corporation to
purchase its own shares sold at auction for assessments if no one
bids the amount of the assessment and its expense. The law
requires this stock to be treated as treasury stock.
In Arizona (Revised Statutes 1928, ch. 14, sec. 586) a corporation
may purchase its shares sold at public auction for non-payment of
subscriptions. Massachusetts (General Laws, tit. 22, ch. 156,
sec. 20) provides that a corporation may take its stock if a judg
ment against a subscriber is unsatisfied for thirty days.
Statutes of California (Civil Code 1931, div. 1, part 4, tit. 1,
ch. 10, sec. 342), Indiana (General Corporation Act 1929, part 2,
art. 5, sec. 37), Kentucky (Statutes, ch. 32, art. 1, sec. 558),
Maryland (Annotated Code 1924, art. 23, sec. 35), Massachusetts
(General Laws, ch. 156, sec. 46), New Hampshire (Public Laws,
ch. 225, secs. 54, 55, 56, 57), Ohio (General Code, sec. 8623-41),
New York (Stock Corporation Law, secs. 14, 21, 38, 87, 105),
Rhode Island (General Laws, ch. 248, sec. 56), and Tennessee
(Public Acts 1929, ch. 90, sec. 41) permit a corporation to buy out
dissenting stockholders in case of radical corporation changes
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such as mergers or consolidations. In Maryland, Ohio, and
Tennessee, dissenters are paid only if sufficient funds are available
or if enough assets remain to satisfy corporate obligations. The
uniform business corporation act (Sec. 42-3) states that rights of
dissenters must yield to the superior rights of creditors.
According to the statutes of Arkansas (Corporation Statutes
1931, ch. 1, art. 4, sec. 24), Alabama (Corporation Laws, ch. 274,
art. 4, sec. 7003), Delaware {General Corporation Law, art. 1, sec.
28), Florida {Corporation Law 1925, art. 6, sec. 22), Maryland
(Annotated Code 1924, art. 23, sec. 50, as amended Laws 1931, ch.
480), New Jersey (General Corporation Act 1896, ch. 185, sec. 29,
as amended and supplemented to end of 1932), and Porto Rico
{Private Corporations Act 1916, sec. 16a) a corporation may reduce
its capital stock by purchasing its own shares. The Alabama
law is that, after authorization to reduce capital, a corporation
may purchase its own shares for retirement but must not pay
above par for them. In New Jersey the shares may be purchased
pro rata from the stockholders or on the open market. The
Rhode Island {General Laws, ch. 248, sec. 53, as amended ch.
1735, Public Laws 1931 and ch. 1941, Public Laws 1932) statute
provides that a corporation may reduce its capital by retiring
treasury shares upon vote of the directors and upon complying
with the conditions of the charter or articles relating to retire
ment. In Ohio {General Code, sec. 8623-39) treasury shares not
subject to redemption may be retired and stated capital re
duced by the directors. Indiana {General Corporation Act 1929,
art. 1, sec. 6) specifically permits directors to cancel treasury
stock.
In Alaska {Compiled Laws, ch. 8, sec. 8), California {Civil Code
1931, div. 1, part 7, tit. 1, ch. 10, sec. 342), Louisiana {General
Corporation Laws 1928, sec. 23), Maryland {Annotated Code 1924,
art. 23, sec. 50, as amended Laws 1931, ch. 480), and Ohio {General
Code, sec. 8623-41) a corporation may purchase its own shares
subject to redemption or to carry out provisions of its articles
authorizing conversion of its shares. The Ohio {General Code,
sec. 8623-39) statute requires these shares to be carried as treasury
stock until redeemed.
California {Civil Code 1931, div. 1, part 4, tit. 1, ch. 10, sec.
342) allows a corporation to purchase its own shares in case of
merger with another corporation and also permits it to take its
own shares when assets of another corporation are distributed.
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The Ohio (General Code, sec. 8623-41) provides that a corpora
tion may purchase its own shares for resale to stockholders or
otherwise when the articles provide that it shall have a right to
preemption when any stockholder desires to sell his shares or on
the happening of any event is required to sell his stock.
Several states, including California (Civil Code 1931, div. 1,
part 4, tit. 1, ch. 10, sec. 342), Colorado (Annotated Statutes
(Mills, 1924) ), and Maryland (Annotated Code 1924, art. 23,
sec. 50, as amended Laws 1931, ch. 480), allow a corporation to
acquire its own shares by gift or bequest.
In California (Civil Code 1931, div. 1, part 4, tit. 1, ch. 10, sec.
342), Louisiana (General Corporation Laws 1928, sec. 23) and Ohio
(General Code, sec. 8623—41) a corporation may purchase its own
stock from an employee other than an officer or a director under
an agreement to repurchase. Both Louisiana and Ohio permit a
company to acquire treasury stock for resale or allotment to
employees.
The statutes of California (Civil Code 1931, div. 1, part 4, tit.
1, ch. 10, sec. 342) and Ohio (General Code, sec. 8623-41) make it
legal for a corporation to purchase its own stock for the purpose
of avoiding the issuance of or to eliminate fractional shares.
As early as 1850 the legislature of Georgia (Penal Code 1850,
ch. 9, 6th div., sec. 43) enacted a statute making the purchase by
a corporation of its own stock a misdemeanor and subjecting the
president and directors to fine and imprisonment for its violation.
At present only a few jurisdictions have direct statutory pro
hibition of the creation of treasury stock through purchase.
California (Civil Code 1931, div. 1, part 4, tit. 1, ch. 10, sec. 342)
prohibits but allows many exceptions, while Kentucky (Statutes,
ch. 32, art. 1, sec. 544) and Wyoming (Compiled Statutes, sec.
5056) forbid purchase but permit a corporation to take its own
stock to prevent loss on a debt previously contracted. However,
such stock must not be held for more than one year.
Germany does not permit a corporation to purchase its own
shares, except to make possible the amortization of shares as
provided in the articles (Commerce Code, art. 266). In England
the 1929 companies act (19 & 20 Geo. V, ch. 23, sec. 45) by im
plication forbids a company to purchase its own stock.
National banks are expressly prohibited from purchasing or
holding their own shares except where necessary to save loss on
debts previously contracted in good faith. This stock must be
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sold within six months, at public auction if necessary, or the bank
may be dissolved (12 U. S. C. A, sec. 83; 1 Mason's Code, tit.
12, sec. 83).
The general corporation statutes of Connecticut (Revised Stat
utes 1930, ch. 191, sec. 3423) prohibit banks, trust companies
and life-insurance companies from purchasing their own stock,
while the corporation laws of West Virginia (Corporation Laws
1930, ch. 31, art. 1, sec. 39) provide that banks must not purchase
their own shares. Most of the states have similar provisions
in their banking laws.
The statutes of Alaska (Compiled Laws, ch. 8, sec. 8), Arkansas
(Corporation Statutes 1931, ch. 1, art. 1, sec. 7), Colorado (Anno
tated Statutes (Mills, 1924)), Delaware (General Corporation Laws,
art. 1, sec. 19), Florida (Corporation Law 1925, art. 4, sec. 8),
Indiana (General Corporation Act 1929, part 2, art. 1, sec. 3), Ken
tucky (Statutes, ch. 32, art. 1, sec. 544), Maryland (Annotated
Code 1924, art. 23, sec. 50, as amended Laws 1931, ch. 480),
Michigan (General Corporation Laws 1931, sec. 10), Nevada (Gen
eral Corporation Laws 1925, sec. 9, as amended 1931, 420), North
Dakota (Compiled General Laws, ch. 12, sec. 4531), Ohio (General
Code, sec. 8623-41), Oklahoma (Compiled Statutes 1921, sec. 5320),
South Dakota (Corporation Laws, part 17, ch. 1, art. 2, sec. 8777),
Tennessee (Public Acts 1929, ch. 90, sec. 12), Utah (Corporation
Laws, sec. 913, as amended to 1932) and West Virginia (Corpora
tion Laws 1930, ch. 31, art. 1, sec. 39) specifically state that a
corporation may hold its own shares. According to the statutes
of South Dakota (Corporation Laws, part 17, ch. 1, art. 2, sec.
8777) a corporation may hold treasury stock if authorized to do
so by a resolution of the stockholders or by their unanimous con
sent in writing. In Vermont (General Laws, tit. 25, ch. 210, sec.
4920) treasury stock is not held by a corporation but is held in
the name of trustees for the corporation and must be disposed of
as soon as possible without loss or within five years. Utah (Cor
poration Laws, sec. 913, as amended to 1932) permits treasury
stock to be held according to the corporate by-laws and if there
are no by-laws such shares are held subject to the control of the
board of directors.
In Montana (Revised Code 1921, ch. 7, sec. 5986), North
Dakota (Compiled General Laws, ch. 12, sec. 4583), and South
Dakota (Corporation Laws, part 17, ch. 1, art. 5, sec. 8808) the
legal title to treasury stock is in the corporation and is subject
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to the control of the stockholders, who may dispose of it as they
see fit or according to the by-laws of the corporation. Alaska
(Compiled Laws, ch. 8, sec. 7) permits treasury stock obtained
by forfeiture to be reissued and subscriptions taken therefor, as
in the case of shares not issued or subscribed.
According to the laws of Louisiana (General Corporation Laws
1928, sec. 23) acquired shares of a corporation’s own stock are
considered to be treasury stock until disposed of by sale or reduc
tion of stated capital. The Maryland (Annotated Code 1924, art.
23, sec. 50, as amended Laws 1931, ch. 480) provides that if
stock is purchased for retirement such stock has the status of
authorized but unissued capital stock and may be retired without
the proceedings necessary for the reduction of capital stock, but
stock acquired by gift, bequest or purchase and not for retirement
may be held or sold or otherwise disposed of from time to time for
corporate purposes. The legislative enactments of California
(Civil Code 1931, div. 1. part 4, tit. 1, ch. 10, sec. 342) state that a
corporation’s own stock acquired by it is restored to the status of
authorized but unissued shares, and stated capital is not reduced
thereby. If the articles prohibit reissue, the authorized number
is reduced to the extent of the shares so retired.
The California (Civil Code 1931, div. 1, part 4, tit. 1, ch. 10,
sec. 342) statutes provide that when a corporation purchases its
own stock the earned surplus is reduced by an amount equal to
the purchase price thereof.
When a corporation acquires its own shares in Connecticut
(Revised Statutes 1930, ch. 191, sec. 3423) the president and
treasurer within six months must file a certificate with the secre
tary of state giving the number of shares acquired.
In Rhode Island (General Laws, ch. 248, sec. 53, as amended
ch. 1735, Public Laws 1931 and ch. 1941, Public Laws 1932) the
capital of a corporation is the amount of the assets up to the
amount of the par value of outstanding shares, including treasury
shares having par value, plus consideration received, including
treasury shares. The statutes of this state provide that treasury
shares shall not be included in assets when the assets of a corpora
tion are computed. Stated capital includes treasury shares in
Ohio (General Code, sec. 8623-37).
According to the Maryland law (Annotated Code 1924, art. 23,
sec. 50, as amended laws 1931, ch. 480) the purchase by a cor
poration of its own stock does not release the liability of the
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holder of stock not paid for in full, unless the assets of the cor
poration remaining immediately after such release shall not be
less than the debts of the corporation plus the amount of its issued
capital stock.
Treasury stock has no dividend rights according to the statutes
of California (Civil Code 1931, div. 1, part 4, tit. 1, ch. 10, sec.
342), Massachusetts {General Laws, tit. 22, ch. 156, sec. 20), and
West Virginia {Corporation Laws 1930, ch. 31, art. 1, sec. 38).
The laws of Massachusetts {General Laws, tit. 22, ch. 156, sec. 20),
Montana {Revised Code 1921, ch. 7, sec. 5985), North Dakota
{Compiled General Laws, ch. 12, sec. 4582), South Dakota {Cor
poration Laws, part 17, ch. 1, art. 5, sec. 8807) and Utah {Corpora
tion Laws, sec. 913, as amended to 1932) are to the effect that no
dividends shall be paid on stock forfeited for non-payment of sub
scriptions or assessments. All dividends are apportioned among
the outstanding stock. Louisiana {General Corporation Laws
1928, sec. 26) prohibits dividends arising from profit on treasury
stock before resale. Ohio {General Code, sec. 8623-4) permits
the corporate articles to authorize the directors to fix or to alter
the dividend rate on treasury stock.
Most of the states which allow a corporation to acquire its
own stock prohibit the voting of this stock either directly or
indirectly.
Arkansas {Corporation Statutes 1931, ch. 1, art. 1, sec. 7), Cali
fornia {Civil Code 1931, div. 1, part 4, tit. 1, ch. 10, sec. 342),
Florida {Corporation Law 1925, art. 4, sec. 8), Idaho {Compiled
Statutes 1919}, Louisiana {General Corporation Laws 1928, sec. 32),
Montana {Revised Code 1921, ch. 7, sec. 5986), Nevada {General
Corporation Laws 1925, sec. 9, as amended 1931, 420), New
Jersey {General Corporation Act 1896, ch. 185, sec. 38, as amended
to end of 1932), North Dakota {Compiled General Laws, ch. 12,
sec. 4583), South Dakota {Corporation Laws, part 17, ch. 1, art.
3, sec. 8808), Tennessee {Public Acts 1929, ch. 90, sec. 12) and
Utah {Corporation Laws, sec. 885, as amended to 1932) have
statutes to the effect that treasury stock must not be counted as
outstanding for stockholders’ quorum or voting purposes. A
majority of the remaining shares is a majority for purposes of
voting at all stockholders’ meetings.
Arkansas {Corporation Statutes 1931, ch. 1, art. 1, sec. 7),
Delaware {General Corporation Law, art. 1, sec. 19), Indiana
{General Corporation Act 1929, part 2, art. 1, sec. 3), Florida
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(Corporation Laws 1925, art. 4, sec. 8), Michigan (General Cor
poration Laws 1931, sec. 10), Nevada (General Corporation Laws
1925, sec. 9, as amended 1931, 420), Rhode Island (General Laws,
ch. 248, sec. 5), Tennessee (Public Acts 1929, ch. 90, sec. 12) and
West Virginia (Corporation Laws 1930, ch. 31, art. 1, sec. 39)
have statutes providing that corporations may sell and transfer
their own shares which have been acquired. The laws of Alaska
(Compiled Laws, ch. 8, sec. 8), Maine (Revised Statutes 1930, ch.
56, sec. 46, as amended Public Laws 1931, ch. 183), and Louisiana
(General Corporation Laws 1928, sec. 23) state that a corporation
may sell its treasury stock, while the statutes of North Dakota
(Compiled General Laws, ch. 12, sec. 4531), Oklahoma (Compiled
Statutes 1921, sec. 5320) and South Dakota (Corporation Laws,
part 17, ch. 1, art. 2, sec. 8777) merely provide that a corporation
may transfer such stock. In South Dakota this action requires
a resolution of the stockholders or their unanimous consent in
writing. Maryland (Annotated Code 1924, art. 23, sec. 50, as
amended laws 1931, ch. 480) permits a corporation to sell or
otherwise dispose of treasury stock for corporate purposes when
the stock was not acquired for retirement. Utah (Corporation
Laws, sec. 913, as amended 1932) allows a corporation to dispose
of its treasury stock according to its by-laws or, if these are
lacking, according to the wishes of the board of directors. In
Kentucky (Statutes, ch. 32, art. 1, sec. 544), Vermont (Gen
eral Laws, tit. 25, ch. 210, sec. 4920) and Wyoming (Compiled
Statutes Annotated 1920) the selling of treasury stock is manda
tory.
Let us now consider the selling price of treasury stock. Unless
otherwise provided in the articles the board of directors may fix
the price in Alaska (Compiled Laws, ch. 8, sec. 8), California
(Civil Code 1931, div. 1, part 4, tit. 1, ch. 10, sec. 342), Delaware
(General Corporation Laws, art. 1, sec. 27), Indiana (General
Corporation Act 1929, Art. 1, sec. 6), Louisiana (General Cor
poration Laws 1928, sec. 23), Ohio (General Code, sec. 862318), and West Virginia (Corporation Laws 1930, ch. 31, art. 1,
sec. 40). In Louisiana (General Corporation Laws 1928, sec. 23)
the price must not be less than the price paid when the stock was
purchased by the corporation. According to the laws of Ver
mont (General Laws, tit. 25, ch. 210, sec. 4920) the trustees hold
ing treasury stock for a corporation must sell such stock without
loss if they can do so. Oklahoma (Compiled Statutes, sec. 5320)
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and South Dakota (Corporation Laws, part 17, ch. 1, art. 2, sec.
8777) allow the stockholders to set the price.
California (Civil Code 1931, div. 1, part 4, tit. 1, ch. 10, sec.
342) requires that the consideration received when treasury stock
is sold shall be added to stated capital or paid-in surplus.
No shareholder has a preemptive right to subscribe for shares
held by a corporation as treasury stock, according to the statutes
of Louisiana (General Corporation Laws 1928, sec. 28), Michigan
(General Corporation Laws 1931, sec. 31) and Ohio (General Code,
sec. 8623-35).
So far as I have been able to determine, Hawaii, Iowa, Kansas,
Minnesota, Mississippi, Nebraska, New Mexico, North Carolina,
Oregon, Pennsylvania, South Carolina, Texas, Washington and
Wisconsin have no express provisions applicable to treasury stock
in their general corporation statutes.
California, Louisiana, Maryland, Michigan, Nevada, Ohio and
West Virginia recently have revised or rewritten their general
corporation statutes, and they now have comprehensive and
fairly harmonious provisions with respect to acquiring, holding
and selling treasury stock which apparently meet the needs of
present-day business. However, more than half of our jurisdic
tions have sketchy and inadequate statutory laws relative to
treasury stock, while the legislative enactments of nearly a third
of our states and territories contain no reference to this subject.
It is hoped that future legislation in these jurisdictions will follow
the trail blazed by the more enlightened states in the moderniza
tion of their general corporation statutes.
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Brewery Accounts
By F. W. Thornton
With the return of the manufacture of malt liquor there will be
a recrudescence of brewery auditing. The younger generation of
accountants has little practical knowledge of such accounts—
that, perhaps, is not to be deplored. While the accounting for
manufacture will remain essentially unchanged, the accounting for
selling and distribution is apt to be quite different from that of
twenty years ago, when accounting with customers was compli
cated by consideration of large loans to saloon keepers, bad debts,
unclassifiable payments for the benefit of customers, donations
and purchases of tickets from reformers, ward politicians, police,
firemen, customers, Sunday schools and others and unjustifiable
exactions of customers, masquerading under the pretence of al
lowances, for sour beer and many other matters having little to do
with the art of brewing. The brewery, especially the small local
brewery, was looked upon as an institution upon which to sponge.
The accounting for manufacture is simple. Production of beer
is accounted for on a “ process ” basis. Separate brewings are not
separately costed and they do not entirely retain their physical
identity. Some mixing occurs. All beer of similar age and qual
ity is consolidated in the accounts. Upon setting a brew the
brewmaster reports materials taken. The quantity brewed is
shown by certain marks in the measured container and under
regulations that may probably be revived the brewery must at
once take up in a register prescribed by the revenue authorities
the barrelage brewed, for all of which there must be account.
The materials so taken are charged to a manufacturing account.
Labor, manufacturing expenses and depreciation are also charged
to the manufacturing account, and at the end of the month the
account is cleared, liquor stock being charged with the entire
amount brewed, even including beer that has been set to brew but
is not finished. This introduces a small error: liquor not finished
is taken into stock as finished beer. The reason for this is that
the brewery accounts are brought to agreement with the register
prescribed by the government. There is an offset which roughly
neutralizes this error.
When a brewing was set and the quantity brewed registered an
allowance for loss by evaporation, evolution of Co2, waste and
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leakage was made; this allowance so far exceeded usual losses that
a surplus of actual beer over the book inventory accumulated.
When it had accumulated to a certain extent it was the custom for
breweries voluntarily to take it up in the government register and
on the books.
Recent figures published by The American Brewer show alcoholic
content of pre-prohibition brands of American lager as varying
from 3.84 per cent, alcohol for Budweiser to 2.66 per cent, for Weiss
Bier. The amount of unfermented extract is quite as important
as the percentage of alcohol. Some foreign malt liquors contain:
Strong English ale....................
Dublin Stout, best...................
German—Tivoli........................
do
Pilsen........................

6.78 per cent. alcohol
6.78
do
5.31
do
3.29
do

6.23 per cent. extract
7.90
do
4.20
do
3.64
do

The more celebrated brands of American beer contained less
alcohol and less extract than most of the product of smaller and
less known breweries.
Some wild statements as to content of fermented liquors are
current; even 20 per cent. alcohol is mentioned. It is extremely
difficult, even with the best malt, to obtain more than 14 per cent.
beer. With the richest grape juice up to 17 per cent. has been ob
tained, but with difficulty.
The quantity of alcohol producing material needed per barrel to
produce the given percentages of alcohol in lager beer, plus a
satisfactory proportion of unfermented carbohydrates and al
buminoid extract, is from one and one quarter bushels to one and
one half bushels of malt or its equivalent. A bushel of malt is 34
pounds; if entirely fermented it should produce approximately
111/2 pounds of alcohol, but little more than half of that amount
is actually produced, the remainder of the material being left as
unfermented extract and “brewers’ grains,” which is the insoluble
residue of the malt.
Pre-war experience of cost of materials indicates that total cost
of all material, including hops and sundries, will not exceed $1.20
to $1.50 a barrel. Manufacturing cost, including refrigeration
should not exceed 65 cents. Distribution and selling expenses
under the new laws can not be forecast.
It thus appears that the primary cost of manufacture will be a
minor part of the cost of beer delivered at the brewery door.
Taxes imposed will not be less than $6 a barrel. In this country
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no attempt has been made to tax malt liquor according to its
strength, but in England tax is levied on the strength of the wort
from which the ale is brewed. If, without change in the amount
of tax, the addition of 50 cents a barrel to the cost of materials
would suffice to change a poor beer to a very good one there would
seem to be an inducement to manufacture strong beer as soon as
the law permits. At present the cost of materials promises to be
not much more than 15 per cent. of the total cost including tax.
Then one wonders if under the income-tax law it will be proper to
deduct from your income the tax paid on the beer you drink.
Before prohibition, costs were something like these:
Nominal sale price per barrel, $8.00
Discount allowed 25 per cent, to 40 per cent.
Cost:
Materials.............................................................................. $1.00
Manufacture............................................................................
.60
Delivery....................................................................................
.50
Selling, including bad debts, loans, and various allowances
1.20
General expenses.....................................................................
.20
Excise tax.................................................................................
1.00

Discount...................................................................................
Profit.........................................................................................

$4.50
3.20
.30

$4.50
2.00
1.50

$8.00

$8.00

The accounting was most largely concerned with the accounts
of customers. Breweries made large loans to customers to equip
saloons with bar fittings, pianos, pool tables and other furnishings
and for stocks of cigars and distilled liquors. Few saloon keepers
ever paid any real money on these loans, but upon their paying for
beer a part of the discount was applied against the loans, often
without the knowledge of the saloon-keeper. Thus, the brewery
may have deducted 35 per cent., allowing a deduction of 25 per
cent. on the payment and applying the remaining ten per cent. on
the loan.
Loans were made again when new fixtures were needed. If an
other brewery attempted to take the trade of a customer the
loans were the means of retaining the business; any interloper
must pay or assume the loans before the saloon-keeper could leave
the old brewery. As much as $4.50 a barrel of annual trade has
been paid to take over the trade of saloons.
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Sometimes loans were made for strange purposes. A relative
or friend of a customer was arrested—the brewery was called upon.
A saloon-keeper broke his leg—the brewery paid the hospital. A
saloon-keeper’s wife wanted a fur coat—on some pretext a loan
was obtained from the brewery. In a specific case in New York a
saloon-keeper’s wife called upon a brewery manager saying that
she needed help. The manager courteously said that the brewery
would be glad to help if possible; what was the trouble? She
replied: ‘‘Well, it’s a week Wednesday when my husband came
home one night—no it was three in the morning ”—here the words
began to gain speed—“ three in the morning and who knows what
company he keeps and him not half sober, and that’s no time for a
married man to be coming home not to speak of the whiskey and
I told him it was no time for him to be coming home and told him
what I thought of him and while I was telling him my artificial
teeth flew out and him staggering about stepped on them and they
was broken and now I want the brewery to lend me the cost of a
new set.” As the lady reached her peroration the rapidity of her
utterance was such that the accident to the teeth seemed to have
been inevitable. She got the loan. No punctuation appears in
her speech reported above; punctuation marks represent pauses;
there were no pauses.
It is improbable that future arrangements will be such as to
permit results like that. There was trouble over the collecting;
the worse class of saloons would not pay until the collector had
spent a good percentage of the money over the bar; the collectors
drank too much.
Licences were paid for by the breweries but made out in the
names of the saloon-keepers, who had to pay for them by weekly
or monthly instalments. These payments were generally made
promptly. The reason for the practice was that any violation
entailing forfeiture of licence was effective not against the
premises but against the licence-holder, and if the brewery were
the licensed party a violation by one saloon-keeper might cause
cancellation of all the licences of the brewery.
It will be seen that brewery accounts, apart from the manu
facturing accounts, may bear little resemblance to those of
twenty years ago. Bottled beer is likely to be sold more largely,
and new methods of accounting will have to be developed in ac
cordance with the laws that will govern the trade. Losses of bot
tles were so great in the past that bottling was not very profitable.
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If bottle trade is to grow, some method of preserving bottles from
destruction will be needed.
All percentages given here are by weight; percentages by
volume are unscientific and rather silly. If we mix 50 volumes of
water with 50 volumes of alcohol we do not get 100 volumes of the
mixture; there is condensation, and this condensation is not di
rectly proportionate to the percentage of the constituents nor is it
constant over variations of temperature.
Finally it may be said that fairly competent accountants need
not fear to undertake audit of brewery accounts. If they have
had a little experience of cost accounts they will find the manu
facturing accounts exceedingly simple and the remainder of the
work will probably not differ much from the accounting for other
selling enterprises. In the past the accounting of breweries has
been distinguished for frankness and honesty. Holding com
panies may have misrepresented some facts in their accounts, but
the accounts of operating brewing companies have been among the
best of corporate accounts.
Accountants have been known to verify physically the quality
and condition of the inventories. That, of course, is to be mildly
deprecated.

344

The Accounts of an Oil Company *
III
By H. G. Humphreys
The articles on this subject which have appeared in previous
issues of The Journal deal with properties and income in general
terms. The details are yet to be discussed. However, before
proceeding with such discussion certain forms of records might be
briefly considered.
Let it be assumed that the accounting company has adopted
the following described cash-journal and auxiliaries:
Cash-journal
Month and year
Date
Voucher No.
Name and particulars
1. Cash
2. Accounts receivable
3. Accounts payable
4. Material in warehouses
5. Deferred accounts
6. Properties
7. Operations and trading
8. General ledger
Account no.
Title of account

Dr.
&
Cr.
C
o
1
u
m
n
s

Detailed in
auxiliary records

Auxiliaries 1 to 5

No explanation of these auxiliaries is necessary in this article.
Auxiliary 6
Auxiliary 7

Property record
Operating and trading record

A separate sheet is assigned to each lease or other unit. This
sheet has 14 period columns—one for the previous year’s total and
accumulated total from inception, one for transactions of each
month of the current year and one for the current year’s total and
accumulated total from inception to date. The heading contains
essential descriptive detail in each case, respectively, and the
* The first article in this series appeared in The Journal of Accountancy for February, 1933.
The second appeared in the March, 1933, issue.—Editor.
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vertical classification corresponds to the company’s card of
accounts.
The entries in columns 6 and 7 of the cash-journal are analyzed
on sheets designed for that purpose (written or printed from
punched cards), providing for direct voucher reference. The
monthly net totals of analysis sheets are carried to the respective
sheets in the auxiliary record.

General Ledger 8

At the close of each month a summary of the month’s transac
tions of columns 1 to 7 of the cash-journal is carried to column 8,
general ledger, in convenient form for posting. The cash-journal
entries for the month are thus balanced in the latter column. All
direct postings to the general ledger (column 8) are fully described
or give reference to an auxiliary containing full description.
Having essential detailed information thus available direct from
the books, budget forecasts, comparison of various costs and other
determinations are facilitated. Such a set-up is made to order
for the independent auditor.

Coming to the details of properties, reserves and income, by
departments, it may be stated that the greatest volume of trans
actions is applicable directly to units (leases, for example). As
to the remaining volume, the greater part may be allocated directly
to operating departments as a whole, leaving a remainder (which
would probably not exceed five per cent. per annum on the aver
age depreciated investment) to be apportioned over operating
departments on the basis of average depreciated investment.
Having all profit-and-loss figures of every description, excepting
non-recurring income, thus spread over operating departments,
one can now safely consider costs. For example, the average
over-all cost of producing a barrel of crude oil for a given period is
found to be (a) lease operating costs, district costs (apportioned
on “well” or other basis), direct departmental costs, depletion,
development costs, depreciation, amortization of undeveloped in
vestments, canceled leases and proportion of unallocated general
expenses, less earnings other than crude oil, divided by (b) barrels
of crude oil produced during the period. While it is true that a
producing company without undeveloped acreage to draw from
to replenish declining production is on the way out of the produc
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ing business, it is also true that the cost of carrying such acreage
can not be omitted from the calculation of the cost of producing
oil, if the company is to play on the safe side.
Oil and Gas Properties
A volume might be written explanatory of various kinds of oil
interests. To be of real value, the volume should contain a com
plete correlation, by typical cases, of the grant or assignment,
operating agreement, a forecast of costs and earnings and a differ
ent picture to represent an account of “actual” transactions—
both from the grantor or assignor and grantee or assignee points
of view. For present purposes, the following general descriptions
are submitted:
Land in fee—as the name implies, represents the title in fee
simple to the surface as well as to the mineral and water rights of a
given property.
Royalty—an interest retained by fee owner on granting oil
and/or gas rights in a given property—such interest being, say,
one-eighth of the oil and/or gas saved, without charge for develop
ment and operating, but subject to charge of various state and
local taxes.
Working interest—oil and/or gas rights (say, seven-eighths)
originally granted by the fee owner. The holder of a working
interest is privileged to enter upon the premises and explore for
and produce oil and/or gas at his own expense and risk, but
without damage to the rights remaining with the fee owner or his
assigns.
In many instances the working interest is owned by several
parties, as the result of assignments subsequent to the original
grant, one of whom operates the property.
The Mid-continent Oil and Gas Association, Tulsa, Oklahoma,
under date of April 11, 1930, issued a bulletin describing a “ Pro
posed Uniform Accounting Procedure on Joint Interest Leases."
The groundwork of this procedure was laid by the Petroleum
Accountants Society of Oklahoma. The exhibit “A” given in
the bulletin mentioned may be made part of an operating agree
ment. It is too lengthy to be repeated verbatim in this article,
but its perusal is recommended to readers who desire more infor
mation as to the normal and special transactions of joint leases.
Over-riding royalty—an interest that originates in the assign
ment of rights in a working interest, whereby the assignor retains
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a part of the working interest without bearing any part of the costs
of development and operation. Its rights are limited to the ex
press terms of the contract. For example:
(a) Assignor might sell, assign, transfer and set over unto
assignee, subject to reservations, all of assignor’s right, title and
interest (say, seven-eighths) in and to a certain oil and gas lease;
assignor reserving unto himself (1) the said lease and all rights
thereunder so far as the lease covers all the land which lies below,
say, 3,000 feet, and (2) an interest of one-seventh of seven-eighths
of all the oil and gas saved from the land above 3,000 feet.
Books.—Ordinarily, assignor’s oil would be run for his account,
the purchasing company paying him direct the proceeds of his oil,
less production tax withheld for the state. His share of gas would
be paid him by the assignee.
(b) For $50,000 down cash payment, assignor might sell,
assign, etc., subject to reservations, all of its right, title, etc.
(say, seven-eighths); assignor reserving a fractional interest in the
first oil and gas saved, to be credited to assignor at the sale price
thereof until the credit should equal, say, $50,000. This credit is
usually known as an oil bonus. Fractional interest might be as
follows:
One-sixteenth of oil and gas saved so long as oil production
would not exceed 500 barrels a day.
One-eighth so long as oil production should exceed 500 barrels a
day.
Books.—Oil, in this case, would probably be run for the account
of assignee who, in turn, would account to the assignor for latter’s
share of the proceeds, according to contract, until such credits to
assignor should equal the sum of $50,000—oil bonus.
A difficult question of depletion might arise here. The as
signee has paid $50,000 initial cash bonus for the lease and bears
all costs of development, equipment and operations, receiving
earnings in the sum of the proceeds from seven-eighths of the oil
and gas saved, less the amount of earnings due assignor. If such
earnings to assignor were sufficient to pay off the $50,000 oil bonus
during the first fiscal year of the assignee, all well and good; but,
if production were to be in such quantity and/or at such prices
that the oil bonus of $50,000 would not be liquidated in several
years, on what basis should the assignee deplete his initial cash
bonus of $50,000? The oil reserves of the entire seven-eighths
working interest may be acceptably estimated, but, as the credit
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to assignor consists of unknown barrels at unknown prices, the
assignee’s portion of the seven-eighths oil reserve estimate for
depletion purposes is indeterminable. The popular and probably
erroneous way of computing the annual amount of depletion of
assignee’s lease cost ($50,000) is to consider the payments on oil
bonus as additional lease cost, earnings being credited in like
amount, per contra. The lease cost (initial cash bonus) plus
subsequent payments on oil bonus are then covered by reserves in
ratio to the decline of the entire seven-eighths oil-reserve estimate.
If the oil bonus is merely a lien on the oil in place, the popular
procedure mentioned is correct. If, however, the oil bonus rep
resents an over-riding royalty—an economic interest in the oil in
place—then the assignee should deplete on an oil reserve basis of
thirteen-sixteenths when paying on a one-sixteenth basis and on
an oil reserve basis of three-fourths when paying on the oneeighth basis. And should the property be in a state in which
ad-valorem tax is laid on producing property, the assignee here
would pay such tax on the same proportion as the run of oil, viz.:
thirteen-sixteenths or three-fourths of the oil in place.
Carried interest—an interest retained by the assignor on assign
ing rights in a working interest. The carried interest participates
in the excess of earnings over the operating costs plus develop
ment and equipment costs and, in some cases, plus leasehold cost
to assignee, as may be provided in the contract. For example:
(a) Assignor might assign all of his title in a certain lease upon a
down cash payment of, say, $10,000, subject to reservation,
assignee to retain the proceeds of all of the oil and gas saved until
the total proceeds should equal the cost of development, equip
ment and operating (pay-out) when assignor would participate in,
say, one-fourth of the net proceeds thereafter, similarly computed.
Books.—Carried interest would receive a complete detailed
billing of all transactions from inception. When the pay-out
status would be attained, one-fourth of all subsequent develop
ment, equipment and operating costs would be charged and onefourth of all earnings would be credited to assignor. Payments
to assignor would be deferred if further development were con
templated. If the pay-out status, as defined in the contract,
should not be attained, the entire loss would fall on the assignee.
(b) Assignor might assign title in a lease upon a down cash
payment of $250,000, subject to reservations, assignee to retain
all of the proceeds and to pay all development equipment and
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operating costs, including all taxes; assignor to participate in
one-half of the net profits, as shown by the assignee's books.
Books.—The assignor’s share of the profits in this instance
would be computed thus:
Total gross earnings (proceeds)..............................................................
Deduct:
Original cash bonus........................................................... $250,000
Development......................................................................
Equipment.........................................................................
Operating............................................................................
Administration—portion..................................................
Income tax.........................................................................

$

Remainder, say.................................................................................
Deduct:
*Additional bonus............................................................... $ 10,000
Less: income-tax adjustment..........................................
500

$29,500

Balance................................................................................................

$20,000

Whereof:
*One-half to assignor............................................................................
One-half to assignee..............................................................................

9,500

$10,000

$10,000

This is the sort of transaction that might originate in a curb
stone offer expressed thus:
“Elmer, I don’t want to bother keeping books—give me
$250,000, you keep the books and send me the details monthly.
Then give me one-half of what your net profit may be and I’ll let
you have the lease.”

Partnership accounts
These so called partnerships are sometimes referred to as limited
joint ventures. Assuming that each interest represented in a
given venture constitutes an economic interest in the oil in place
and each such interest is individually liable for all taxes—advalorem and/or production tax, income taxes, etc.—then each
interest is a separate estate or part.
The operating “partner” keeps the books and renders each
non-operating “partner” a complete detailed billing of transac
tions monthly, to the end that the non-operator may be as fully
informed as is the operator as to the costs that are being incurred.
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Non-producing investments—general ledger accounts
100. Royalty and lease costs, renewal cost, commission, recording fees,
legal-costs
101. Reserve for amortization over terms of leases (leases usually run five
years)
102. Subsequent costs, down to production or surrender of lease
1. Rentals
2. Exploration
3. Dry holes, less salvage
4. Other
103. Reserve for amortization of subsequent costs—(usually 100 per cent.
in year in which incurred)

A separate sheet is given to each investment in the auxiliary
record, classified horizontally as above—100 to 103. The head
of the sheet shows:
Lease name and number
Section, township and range
District, county and state
Acreage
Ad-valorem and/or production tax
Proportion of interests
Term
Date of original grant and renewal date
Renewal provision
Rental provision
Contingent liability—oil bonus or carried interest
Class of lease—commercial or Indian land

Should the investment become productive, the costs, less re
serve for amortization, are transferred to producing investment,
account 104, the remaining costs being closed to reserves, 101
and 103. If the lease should be canceled, profit-and-loss is
charged with the unamortized balance and the remainder is closed
to the reserves.
No expenditures against undeveloped leases—rentals, for ex
ample—are charged direct to expense. Thus, the gross costs of
undeveloped properties are readily available at all times.
Producing investments—general ledger accounts
104. Royalty and unamortized lease costs, intangible development and
equipment
1000. Crude oil sales—external
1001. Crude oil sales—internal
1002. Crude oil inventory fluctuation
1003. Gas sales—external
1004. Gas sales—internal
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1005. Miscellaneous earnings—external
1006. Miscellaneous earnings—internal
1100. Operating expenses

An auxiliary book is maintained in which a separate sheet is
given to each property, having full description of the investment,
with fourteen period columns—close of previous year, each
month of current year and close of current year. The vertical
features are as follows:
Investment
Royalty or lease
Development
Equipment
Losses, depreciation and adjustment
Less: joint lessee’s proportion
Company’s net investment
Earnings—barrels
Production
Oil sales
Oil inventory fluctuation
Earnings—amount
Oil earnings
Oil sales
Oil inventory fluctuation
Gas sales
Miscellaneous earnings
Total earnings—net to company
Operating expenses
All labor
Transportation
Fuel and water
Maintenance material
Apportioned district expense
Miscellaneous
Less: joint lessee’s proportion
Taxes (less-joint lessee’s portion)
Insurance (less-joint lessee’s portion)
Total expenses to company

Entries to auxiliary are from analysis,
by leases, of account 104, items
found in column 6 of the cashjournal.

Entries to auxiliary are from analysis,
by leases, of accounts 1000-1006,
items found in column 7 of the
cash-journal. Division as be
tween external and internal is
made, but it is used for general
ledger purposes only. Vouchers
are designed to meet the conven
ience of analyzing.

Entries to auxiliary are from analysis,
by leases, of account 1100 items
found in column 7 of the cash
journal.

If the volume of business justifies the use of machinery, all
analyses of investment, earnings and expenses may be made by
means of punched cards, which would require the vertical features
of the auxiliary to be numbered.
Producing leases—equipment
The auxiliary record gives the entire transactions applicable to
equipment, the portion representing outside interests being taken
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up in a separate item—joint lessee’s proportion. Most companies
have a material supervisor through whose hands pass all requisi
tions for material, to enable him to fill them out of available stock,
as far as may be. He then passes the partly filled or entire requi
sition to the purchasing agent. There is usually more material
delivered to a property under development than is actually
needed, the surplus material being brought under special control
when the lease is equipped. This idle material is reported
monthly, or oftener, by the lease foreman to the supervisor. At
the close of each accounting period the company’s interest in this
idle material is transferred by non-ledger entry from investment
(properties) to material and supplies (current asset).
A sub-auxiliary book is maintained to analyze equipment and
material by job numbers, quantities, description and cost. This
sub-auxiliary consists of a number of sheets for each lease, one
sheet to each of the following named features:
Rigs and rig equipment
Tanks
Boilers
Engines
Powers
Pumps
Buildings
Cleaning-out tools

Miscellaneous tools
Motors, generators and transformers
Separators
Sucker rods
Pipe, by sizes
Tubing, by sizes
Casing, by sizes
Other equipment

Each item recorded in the sub-auxiliary is fully described, so
that a set of sixteen sheets, assigned to a given lease, would serve
to control all the equipment and idle material on such lease.
A map of each lease is maintained which shows location of equip
ment—surface and underground.
Material may be transferred from lease to lease within a given
district by mutual arrangement between lease foremen. Move
ment of material between districts, however, is usually done on the
order of the supervisor. Material moved is covered by a “trans
fer,” reported to office by transferor and acknowledged by
transferee. A transportation ticket (showing distance, time, etc.)
is sent to office with transfer, and the two are there compared.
The audit of material usually covers an entire district, so that
shortages and overages between leases, due to field men’s failure
to issue transfers, usually counterbalance reasonably within the
district. Differences not accounted for by inventory are charged,
after approval, to losses, depreciation and adjustments (a feature
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hereafter described) or to inventory adjustments, according to
the circumstances of each case.
It often happens that the initial well is drilled and equipped
free of cost to the outside interests, subsequent development costs
being borne proportionately. The entire cost borne by the com
pany on the free well is charged, of course, to development and
equipment. In the equipment sub-auxiliary record a complete
memorandum is kept of the cost of drilling and equipping the free
well. In order to determine that the outside interests, say onehalf, have been charged their full contractual share of investment
costs, a summary is made as follows:
Total development and equipment cost............................................
Less: memorandum cost of free well..................................................

$

Remainder..........................................................................................

$

Whereof one-half is joint lessees’ proportion....................................

$

If the free well were to be non-productive, the material would be
the property of the operator. If, however, the well “came in” a
producer, joint lessees could have a share in the material value.
The following account will illustrate the point:
Assessment control Dr. (Cr.)
Extract—auxiliary
General ledger
Jt. lessee
Personal
Cash or
accts.
equiv. Equipment L. D. & A. proportion
1. Free
($30,000) $30,000
Free
($15,000)
2. $15,000 ( 30,000)
30,000
5,000
3. ( 5,000)
10,000 (10,000)
5,000
4.
( 5,000)
2,000
5.
( 2,000)
2,500
6. ( 2,500)
5,000
( 5,000)
38,000
7.
(38,000)
$45,000

8.
9.

(2,500)
$37,500
($37,500)

$7,500

10. ($7,500)

11.

($7,500)

Company
proportion
$30,000
15,000
(5,000)

$45,000

1.
2.
3.
4.
5.
6.

$45,000

Well No. 1 free to joint lessee.
Well No. 2 cost borne half and half.
Transferred from lease at condition value.
Depreciation—residue value of transferred material.
Material lost.
Salvage on abandonment at condition value.

354

Sub-aux.
Memorandum
$30,000

The Accounts of an Oil Company
7.
8.
9.
10.
11.

Depreciation—residue value of salvaged material.
Net investment.
Company’s reserve for depreciation.
Joint lessee proportion—proof.
Cost of material unrecovered.

Losses, depreciation and adjustment are chiefly composed of (a)
net value of uninsured material actually lost through fire, tornado,
etc., (b) cost less proceeds on material transferred from the
property, (c) remaining cost standing charged to equipment on
abandonment, after giving effect to salvage value. The reserve
for depreciation at abandonment is adjusted to agree with losses,
depreciation and adjustment (provided the working interest is
fully owned), and the depreciation charge to profit-and-loss for the
year is debited or credited, per contra. It sometimes happens
that the lease has been over depreciated down to the close of the
previous year. Should the company own only a part interest,
then, on abandonment of lease, the company’s reserve for depre
ciation of equipment would equal losses, depreciation and adjust
ment less joint lessee proportion, as given in the foregoing
“assessment control.”
It may be contended that on each transfer or loss of material
the reserve should be charged its proper quota. Unfortunately,
the proper charge is not easily determinable if the company com
putes depreciation in ratio to decline of oil reserves. Why de
preciate on the straight-line basis when production might continue
for any duration from one to fifty years? And there is an advan
tage in keeping all charges to reserve in suspense (losses, deprecia
tion and adjustment).
There are probably not many carried interests in effect at the
present time, but, in view of present economic conditions, this
method of trading may become more popular. The carried
interest, as has been explained, becomes a beneficiary when the
investment, either wholly or in part, has been paid out by earn
ings. By having complete pure figures in the auxiliaries, settle
ments with carried interests may be made promptly and accu
rately, so far as the investment and operating charges apply against
earnings. The contract may provide for other charges, such as an
administrative allowance.
In order to adjust the reserve for depreciation on the balancesheet at the close of the accounting period, a percentage of losses,
depreciation and adjustment (equal to the percentage of reserve to
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total equipment—computed as to each property) is credited to
cost of properties and charged to reserve by non-ledger entry.
Producing investments—general ledger accounts
105. Reserve for depletion and depreciation on cost
106. Additional reserve for depletion under section 114
For income-tax
(b) (3) 1932 revenue act
purposes only
107. Additional depletion—271/2 per cent, basis over
cost basis
1101. Canceled leases
1102. Depletion of leasehold
1103. Development (depreciation)
1104. Depreciation of equipment

Section 114 (b) (3) of the federal revenue act of 1932 reads:
"In the case of oil and gas wells the allowance for depletion shall be 271/2
per centum of the gross income from the property during the taxable year, . . .
Such allowance shall not exceed 50 per centum of the net income of the tax
payer (computed without allowance for depletion) from the property, except
that in no case shall the depletion allowance be less than it would be if computed
without reference to this paragraph.”

Three simple examples of the application of this rule follow:
1
$100,000

2
$100,000

3
$100,000

Operating expense.............................
Development.....................................
Depreciation......................................
Proportion of overhead.....................

10,000
10,000
10,000
2,000

10,000
10,000
10,000
2,000

10,000
20,000
20,000
2,000

Total deductions...............................

32,000

32,000

52,000

Net income........................................

68,000

68,000

48,000

50 per cent, of net income................

34,000

34,000

24,000*

271/2 per cent, of gross income.........

27,500*

27,500

27,500

Depletion on cost..............................

20,000

40,000*

20,000

Depletion deductible........................

$27,500*

$40,000*

$24,000*

Gross income..................................... ...

Example 3 (assumed to represent the first year’s operation of a
given lease) has a cost depletion of $20,000, but a deductible
depletion of $24,000. The law seems to recognize the estate value
of an oil interest as being possibly in excess of cost, such value
being indeterminable at the commencement of operations.
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From year to year some measure of this value appears. (The
example under consideration indicates a 20 per cent. present ad
ditional value to the estate.) As the result of subsequent oper
ations, this value would vary according to the variations of three
factors—oil produced, gross income and deductions. The follow
ing is given to show the present additional value:

Basic oil reserves—barrels.............................................
Produced in first year—barrels......................................

Cost
400,000
80,000

Additional*
value
400,000
80,000

Leasehold cost.................................................................
Unit rate of depletion....................................................
Amount of depletion.......................................................

$100,000
.25
20,000

$20,000*
.05
4,000

In the accounts additional depletion would be charged to
account 107 and credited to account 106. These accounts might
be kept in a private ledger, together with memoranda of nontaxable and non-deductible items, etc. All this would be done
for the purpose of providing means for a ready reconciliation be
tween published figures and income-tax figures.
It appears that, subject to proper expense deductions, at least
in the case of a producing property, the following gross income is
entitled to the benefits of section 114 (b) (3):
To fee owner
Cash bonus received (advanced royalties) and subsequent receipts (deferred
royalties).
To over-riding royalty
Cash bonus and oil bonus received.
To carried interest
Cash bonus, and proportion of gross earnings after the lease has paid out
according to contract.
To working interest
Gross earnings and, should a part of a working interest be sold, bonus realized
from sale of part interest.

The allowances for depletion suggested in the foregoing are, in
some instances, the subjects of court cases now pending.
For federal income-tax purposes, depletion on cost of a lease
hold is determined by computing the reserve against investment
in ratio to the decline, through production, of estimated oil
reserves. Intangible drilling cost may be entirely covered by re
serve in the year in which incurred or on the same basis as lease357
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hold. Depreciation may also be on the same basis as that of
leasehold or on any other reasonable basis that may be regularly
used by the company.
Some concerns do not amortize non-producing investments in
accordance with the procedure previously mentioned, although
they capitalize all costs of every description. If the lease should
be surrendered, they write off the accumulated cost at that time.
Should the lease become productive, the accumulated cost to date
is transferred to producing investment, to be returned through
depletion. For balance-sheet purposes, a surplus reserve is usu
ally created to bring non-producing investments within the safe
zone of value at the balance-sheet date.
The matrices used for determining the depletion charge and also
the status of each lease at the close of each year of its active life
may be summarized as follows:
X Y Z Lease
Oil reserve at basic date—estimated barrels
Production by years—actual barrels
Production accumulated—actual barrels
Balance of oil reserves—estimated barrels
Gross earnings by years—oil, gas and sundries
Gross earnings accumulated
Operating expenses by years
(2) Operating expenses accumulated
Operating earnings by years
Operating earnings accumulated
Depletion and depreciation by years:
Depletion of leasehold
Depreciation of intangible drilling cost (100% or less)
Depreciation of equipment
Total depletion and depreciation by years
(3) Depletion and depreciation accumulated
Net earnings by years
Net earnings accumulated
(1)

Pay-out status
Investment
(4) Investment accumulated
Leasehold cost
Intangible development cost (2) Operating expenses accumulated
Total expenditures
Equipment cost
(1) Gross earnings accumulated
Total by years
Gross earnings in excess of expenditures
(4) Total accumulated
(3) Reserves accumulated
Investment less reserves
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Depletion (a) cost of leasehold less previous reserve at close of year, divided
by (b) balance of oil reserves at beginning of year gives (c) unit rate, which
multiplied by (d) barrels of production for the year, gives (e) amount of
depletion for the year. The oil production of each lease must be kept
separate until run to purchaser.

Oil reserve is computed as to probable recovery from the first well.
The reserve is afterwards built up, well by well, until the entire
lease has been drilled.

Oil and gas properties—Conclusion
Accounts prepared as outlined in the foregoing paragraphs
would show the balances of the following general ledger accounts,
pure details of which would be found in the auxiliaries, divided
by individual units of investment:
Non-producing investments
100. Royalty and lease costs, etc.
101. Reserve for amortization of leases
102. Subsequent costs
103. Reserve for amortization of subsequent costs
1101. Canceled leases
Producing investments
104. Royalty and unamortized lease costs, etc.
105. Reserve for depletion and depreciation on cost
1000. Crude oil sales—external
1001. Crude oil sales—internal
1002. Crude oil inventory fluctuation (lease stock tanks)
1003. Gas sales—external
1004. Gas sales—internal
1005. Miscellaneous earnings—external
1006. Miscellaneous earnings—internal
1100. Operating expenses
1102. Depletion of leasehold
1103. Development—depreciation
1104. Depreciation of equipment

In one of the later articles of this series departmental expense,
general expense and internal facilities (water stations, telephone,
etc., etc.) will be described.
[The fourth article of this series is to appear in The Journal of Account
ancy for July, 1933.—Editor.]
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Appraisal Accuracy and the Accountant
By Reinhard M. Fischer

Appraisal has fallen upon evil days. Many valuations are
viewed with suspicion by bankers, accountants and investors
with sad experiences, who are unlikely soon to forget an unsatis
factory record of past performance. But values are undergoing
radical changes under the influence of fluctuating levels of com
modity prices, inadequacy of plant facilities due to restricted use
and relentless technical progress, causing obsolescence. What
ever justice may be in the indictments of persons or organiza
tions, appraisals of the fixed assets of industrial and commercial
enterprises will be an urgent need of the near future and they
should command increased attention by management and the
accountant, when the task of re-stating property accounts is
undertaken with the return of stabilized business conditions. A
better understanding of the basis of information, usually con
tained in appraisal certificates, summaries and inventories, will
materially assist in avoiding some of the errors of the past by
eliminating haphazard estimates, lacking in method and con
sistency.
This does not imply that the accountant should attempt a de
tailed check of appraisals, because they are technical in nature
and require engineering knowledge, specialized records and
organization, not generally available to the accounting practi
tioner. Yet he should insist on a definite answer to the test of
accuracy of figures, which so often form an important portion of
capital structure. He will then be surprised to learn how little
information is readily available, demonstrating the failure of the
average appraiser to give sufficient thought to the matter. This is
in marked contrast to other branches of engineering. The
designer of a structure can tell off-hand the safety factors used in
his computations. Of course, economics is not an exact science;
but the determination of an approximate range of accuracy is not
a goal impossible of achievement, provided the findings repre
sent the outcome of methodical and painstaking investigation.
The impression gained from a superficial review of most certifi
cates is that the values shown are 100 per cent. accurate, down to
360

Appraisal Accuracy and the Accountant
fractional dollars, even though the total may run into millions.
Yet no assumption could be less sensible, as I hope to show by an
outline of the great number of hazards to which all such estimates
are of necessity subject. It is my contention that it would be
preferable to acknowledge given limitations of performance in
stead of detracting from the value of the information contained in
an appraisal by obscuring the sources of potential discrepancies.
Let me relate a strange happening. A surveyor appears at a
street intersection and proceeds to set up his instrument. He
seems bent upon unusual precision, judging from the number of
observations and readings of auxiliary apparatus for scientific
corrections. After spending a good deal of time and effort in this
manner, he suddenly tires at the slow rate of progress, and in the
middle of the block he starts measurement with a steel tape.
Evidently this method does not yield quite the required speed,
and so he paces off the remainder, nonchalantly taking only
mental note of the estimated distance around an obstruction
where the sidewalk is under repair. Yet his conscience awakens
as he approaches his goal, so he sets up his instrument with
diligence for the last few feet. Now he turns to his tables, slide
rule and calculating machine and in due course presents us with
the result of these endeavors—a computed length of 685 feet 7
and
inches. Here we probably regain consciousness in a
cold perspiration.
A wholly unreal dream, one may say. Yet exactly comparable
procedure and findings are accepted every day without comment
in most appraisal certificates. Heterogeneous elements of value
are often united under the dollar sign without any indication of
the range of accuracy inherent in the methods used in ascertaining
the figures.
To illustrate the problem I give below an example from actual
practice, reproductive costs found in the appraisal of a large
gravel plant:
Gravel deposits, including attached business value....................
Land....................................................................................................
Land improvements..........................................................................
Railroad sidings.................................................................................
Building construction and building fixtures.................................
Machinery and equipment...............................................................
Marine equipment.............................................................................

$304,800.00
25,400.00
2,648.47
40,786.15
56,800.75
102,129.78
237,035.00

Total............................................................................................

$769,600.15
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Three widely differing principles are used in producing these
figures. The value of the deposits is based on capitalization of
expected future income or relative advantages, depending on
whether allocated profits or fair royalties were used. In this case
inclusion of business intangibles indicates the former method.
Land values are generally comparatives, reconciling opinion
and judgment in a confusing range of more or less frequent bid
and asked prices. Often transactions in the past or immediate
neighborhood furnish no representative standard of measurement,
because the specific real estate exists only once under the given
conditions of the present, so that there can be no such thing as
“ reproductive cost.”
The remaining classifications are composites, built up by
summation of details, which supposedly represent competitive
cost of replacing their utility. Generally the various items are
extensions of surveyed quantities at a unit cost—for instance
20,000 brick at $10 a thousand—so that accuracy is mainly de
pendent on how representative quoted market prices are for the
case. Physical data can ordinarily be determined within known
limits of precision in accordance with time and effort or ex
pense.
A fortunate factor for the accuracy of totals is the averaging
of errors. As the number of items in the composite increases,
the result becomes more trustworthy. Yet this is only true of
independent items within a reasonable range of weighted im
portance towards the total. Proper grouping would therefore
avoid combining a large number of small tools with a few very
expensive special attachments to preserve the possibility of
judging the consistency and accuracy of the total. If this prin
ciple should be more closely followed in the presentation of
appraisals, it would be of much help to persons who have only
occasional contacts with valuation problems. At present varia
tions of more than 10,000 per cent. between items in one column
are a familiar sight, as the example shows, where land improve
ments represent less than 7/10 per cent. of the figure for deposits.
This applies as well to real-estate valuations which throw together
large and small parcels of widely differing unit cost.
Returning to the original query—the range of accuracy in the
summary figures—let us examine the various property groups in
more detail. With few exceptions the largest single item in any
appraisal inventory determines the accuracy of the total, so that
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in the test the gravel deposits are likely to furnish the desired
criterion.
The limiting considerations in this case are the cost of acquiring
equivalent but undeveloped gravel acreage or quantities by out
right purchase or the right for depletion on the basis of royalty
contracts. The physical volume of production is limited by the
general layout, plant capacity, shipping facilities and rates and
markets. From such indications it may have been concluded
that a minimum of $250,000 is assignable to the available quantity
under the given conditions, while any value above $325,000 would
seem unwarranted, even when discounting future possibilities
with the utmost optimism. A range of $75,000 may appear
excessive and unusual at first glance, but it is justified in this
instance by the hazardous and volatile intangible elements of
value, tied to quickly disturbed earning power in this industry.
Subsequent events only too often demonstrate the hazard in the
estimate of earnings, even where they seem to possess assurance
of continuity, judging from past records. Therefore a range of
plus or minus 15 per cent. is not at all out of line with conditions
of accuracy, unadmittedly prevailing in practice in the valuation
of this class of asset, because the inclusion of such factors as
management, customer goodwill, fair return on investment in
facilities and working capital and the background of local and
national business conditions injects a definite uncertainty into
informed judgment interpreting these factors and trends. The
multiples applying to anticipated earning power must accordingly
vary in a wide range, and this in no way discredits the appraiser,
who fully understands the circumstances.
The next classification covers two parcels of agricultural land,
reserves and protection for the other holdings, the larger one con
sisting of 150 acres at $120. Prices in a range of from $110 to $135
could as well be justified—yielding a maximum of $20,250, the
largest probable deviation would be $2,250. While this is a sub
stantial amount, it is insignificant compared to the uncertainty in
the value of the deposits. On the other hand land improvements
are separately accounted for at $2,648.47, closely within the range
of possible inaccuracy in the land. In turn, their probable preci
sion depends on a quantity survey as well as on unit costs, be
cause the main item here is a dam, forming an embankment
created by dredging and filling. Its cubic contents are computed
after a somewhat arbitrary decision in regard to a natural grade
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line—a questionable point often encountered in valuing excava
tions and other earthwork. A further problem, frequently pre
senting complications, is the selection of a proper method of re
production, cheapest under prevailing local conditions at the date
of appraisal, which may differ greatly from those under which
the work was originally performed. Whether the dam would be
duplicated today by hand labor or with the assistance of excavat
ing machinery and various transportation mediums may cause a
substantial variation in the unit cost to be applied, up to 30 per
cent.
Railroad sidings can not be approximated closer than plus or
minus 10 per cent., with the information ordinarily available.
Even under favorable conditions 5 per cent. must be considered a
fairly accurate range for building construction estimates with an
average amount of detail. These percentages are borne out by
the wide discrepancies, often reaching 50 per cent. and more,
generally found in the bids of contractors for a given and definitely
specified piece of work. While this may be partly due to con
siderations of activity and availability of men and equipment, the
corresponding sacrifice in overhead and profits explains only
partly this wide range, which is more frequently the result of dif
ficult estimating problems. These are quite as hard to solve for
the appraiser as for the man with continuous specialized experi
ence.
This is no less true, when one considers those classifications
where competitive quotations are usually obtained from manufac
turers of standardized or special machinery and tools. “Re
productive cost” is generally understood to mean “cost of
replaced service and utility,” and this injects the necessity of ex
ercising engineering judgment in those frequent instances where
obsolescence or inadequacy has decreased the original cost of
equipment, rendering equivalent service. Installation costs and
the selection of proper labor and transportation rates under given
local conditions add to the uncertainties. Substitute materials,
products and processes may enter the broad scope of the con
siderations of the conscientious appraiser.
In the so-called “minor classifications”—plumbing, piping,
electric wiring for power and light, ventilating and heating sys
tems, sprinkler systems and other installations found occasionally
—the trustworthiness of the appraisal is influenced by the time
spent in investigation, accessibility of details or availability of cor
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rect plans and specifications for concealed portions of the equip
ment as well as familiarity with the peculiar requirements of in
dustries. Some chemical plants in which piping is subject to
heavy corrosion may have special lead-lined fittings and runs,
and if this is not properly recognized a discrepancy of over 200
per cent. is certain to result.
I have so far considered merely the hazards inherent in esti
mates of reproductive costs, which are at least matched by those
governing the amount of accrued depreciation deducted in de
termining “sound values.” Depreciation has been the awe
inspiring subject of much learned, academic discussion, and the
mental process, which decides between 10 per cent. and 20 per cent.
on an item of $11,347 in the every-day practice of the average ap
praiser would probably be a revelation to those who tend to view
the resulting fractional dollars as the outcome of scientific re
search and reasoning. As a rule, age in years combined with
certain habitual annual rates for various classes of property often
form the predominant background for the decision, somewhat in
fluenced by outward appearance and occasionally by operating
records and specific tests. This should not be taken as an indict
ment of all appraisers, because on the whole the results obtained
by an experienced man with common-sense prove as acceptable as
figures in accordance with highly theoretical investigation of de
ferred maintenance, inadequacy, utilization and obsolescence.
In some instances, notably in patterns, dies, drawings, etc., further
in major cases of functional obsolescence, mere “looking” at
objects can not possibly reveal the facts, of course. The point I
wish to emphasize is that lessening in value due to age, physical
deterioration or any other cause introduces into all appraisals an
element of uncertainty which even under favorable conditions is
hardly less than plus or minus 5 per cent.
Again, the breakdown into smaller units is an important factor
in judging the potential benefits of the law of averages, especially
if the work has been performed by more than one person. A flat
rate of 25 per cent. accrued depreciation, applied to a building as
a whole, instead of individual percentages for walls, framing, roof,
plumbing, etc., is unsatisfactory, unless the total amount involved
is small in comparison to the total appraised investment.
At a time when many bankrupt enterprises continue operations
by the good graces of creditors or bondholders, the question of
assigning going-concern value to the fixed assets of a business be
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comes of outstanding importance. Even the busiest mill in the
course of time accumulates unused and useless machinery and
buildings, for which often market and salvage value do not differ
materially. The accountant is in a strategical position to judge
the degree of activity from records accessible only to himself.
Unless the appraiser has previously obtained such information
directly from the management, it must be the duty of the account
ant to call attention to questionable situations. This applies not
only to the liquidity and immediate prospects of the concern
for profitable operation but, as well, to abnormal conditions in
specific departments or products, so that inactive portions of the
property investment may be segregated accordingly.
What are the conclusions that may be drawn from this evidence
of limited certainty in the results of appraisal procedure in its
present status? If they are understood by the accountant he may
at once question the wisdom of the designation of results of nonmathematical compilations in units which lead to an erroneous
impression of accuracy. If the limitations were indicated, the
relative position of adopted figures within a range would furnish a
welcome criterion of conservatism. It is further obvious that for
purposes of ascertaining the total value of assets in a business
enterprise, it is utterly useless to go into much detail in minor
property classifications, if land, intangibles or other large single
items are included.
However, it should be kept in mind that generally appraisals
serve more than one purpose. Property control in all its phases,
determination of depreciation rates and reserves, allocation of de
partmental overhead and other accounting uses may require ex
tensive detail. To be effective as a proof of potential losses,
appraisals for insurance purposes must contain a great amount of
detailed information. But I have yet to find an instance where
final extension of unit costs into fractional dollars adds anything
to the value of an appraisal. This widespread nuisance causes
substantial and often unrealized clerical expense in compilations
and detracts from legibility of crowded summaries. No radical
departure from present practice would be necessary to indicate
the estimated degree of accuracy by consistent rounding off of
totals and subtotals. While we are utterly in the dark when
presented with a statement showing a total value of $769,600.15,
a figure of $750,000 would be a good deal more informative and
satisfactory, without in any way reflecting on the ability of the
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appraiser. The desirable and justified degree of accuracy and
consequently the scope of time, effort and cost of an appraisal
must be determined by its intended utilization, when the extent
of the investigation arrangement and presentation is decided.
Many are apt to overlook in their striving for accuracy that ap
praisals are extremely perishable goods, especially in these days of
rapid economic changes.
The most important conclusion from all the foregoing is the ap
parent need not to accept appraisals at face value, without some
study of their background of method and accuracy. The inven
tory items, however voluminous or lacking in detail, deserve the
attention of the accountant as evidence of care and technical skill
exercised in the investigation and compilation. The sources of
possible uncertainties furnish an effective medium for checking
the consistency of valuations. Where logic is not apparent, ques
tions should be asked. Definite answers will be forthcoming if a
competent appraiser has been selected.
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Legal Notes
Harold Dudley Greeley, Editor
SHERMAN ACT

In 1890 congress enacted the Sherman anti-trust law which made combina
tions or monopolies in restraint of trade criminal offenses. This applies only
to interstate commerce because congress has no power to legislate concerning
trade which is confined within the territorial limits of a single state. The courts
have construed the Sherman act to cover only unreasonable restraint and the
test of reasonableness seems to be this: The restraint is reasonable if it merely
furnishes reasonable protection to the contracting parties and does not jeopard
ize any interest of the public. Public-utility corporations can not combine and
divide the territory to be served and thus avoid competition. Monopolies in
public necessaries such as coal are illegal.
For many years prior to our present crisis business men have complained of
the practical uncertainty in the administration of this statute. They have
hesitated to engage in an economically sound venture when they ran the risk of
going to jail years later if some jury or court somewhere should decide that their
combination had been unreasonable. Economists and other students of public
affairs have frankly questioned the wisdom of encouraging competition which
was certain to leave only the strongest surviving and to impose on them a wholly
unnecessary cost. Men in charge of trade associations and cost-finding groups
have proceeded with caution. But none of this opposition has been effective,
probably because the pain of a new idea and the inertia of a comfortably well-off
majority naturally nurtured a policy of laissez-faire.
Now that the crisis is here, with its obvious over-production or under-con
sumption and its unbelievably low commodity prices, some change is imminent.
Whether the Sherman act will go the way of a well-known amendment to the
constitution, whether administrative laxity in enforcement will be encouraged,
whether some governmental agency will be empowered to approve plans in
advance, no one can say. But the latest decision of the United States supreme
court is distinctly liberal and, as far as industries dealing in natural resources
are affected, perhaps no legislative change will be needed.
In Appalachian Coals, Inc., et al. v. United States, 77 U. S. (L. Ed.) 623, the
supreme court, with one judge dissenting, found no illegal restraint of trade in
the following situation: one hundred thirty-seven producers of coal in Virginia,
West Virginia, Kentucky and Tennessee formed a joint selling agency which
was named Appalachian Coals, Inc. These producers controlled 73 per cent.
of the commercial production in their territory and one inevitable result will be
the elimination of competition among themselves. But the court held that as
they were seeking fairly to improve conditions in their industry and as it would
be impossible for them to fix selling prices because of the supply of coal obtain
able elsewhere, there was no such unreasonable restraint as would violate the
Sherman act. The fact that correction of abuses may tend to stabilize a busi
ness or to produce fairer price levels does not mean that a cooperative effort to
correct them necessarily constitutes an unlawful restraint of trade. The intel-
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ligent conduct of business through the acquisition of full information about all
relevant facts may legally be sought by cooperation. Putting an end to
injurious practices and improving the competitive position of a group of pro
ducers may be entirely consonant with the public interest where the group must
still meet effective competition in a fair market and where the group neither
seeks nor is able to effect control of selling prices. But the court retained
jurisdiction over the matter in order that it might act promptly if occasion
arose in the future to prevent violation of the Sherman act.
OBLIGATIONS OF POLITICAL COMMITTEES

After election comes the task of collecting for campaign supplies and services
furnished on credit. When an accountant is called upon to render technical
service on behalf of this or that candidate or that or this movement, he should
decide first whether or not he will do so gratuitously as a contribution to a cause
in which he believes. If his decision is in the negative, he then should make
certain that there can be no misunderstanding as to who is to pay for his work
and he should retain an attorney to prepare the agreements necessary to protect
the rights of everyone concerned. Two recent decisions in New York em
phasize the importance of this. In Empire City Job Printing Co. v. Harbord,
89 N. Y. Law Journal 1729, the plaintiff furnished two shipments of muslin
banners to a political committee. The court decided that the members of such
a committee were not individually liable on contracts made in the name of the
committee unless they expressly or by implication pledged their individual
credit. A political committee by its very nature is transitory. “When the
agency is disclosed and the contract relates to the matter of the agency and is
within the authority conferred, the agent will not be personally bound, unless
upon clear and explicit evidence of an intention to substitute or to superadd his
personal liability for, or to, that of the principal.” In President, etc. v. Koenig,
89 N. Y. Law Journal 1985, an action was brought upon a promissory note
signed with the full name of a political committee by the name of its president,
in an attempt to hold the president personally. It was decided that no member
could be held personally unless the president who signed the note had the
authority to pledge individual credits of members. The status of the members
of the committee was that of members of an unincorporated association. In an
association of that sort formed for pecuniary gain, the members may be held as
partners, but in one organized for political, social or benevolent purposes it
will not be presumed or implied that an officer contracting a debt for the associa
tion had authority to bind the members individually.
NEED FOR STANDARDIZATION

The need for standardization and organization was strikingly illustrated
upon the recent death of an official court reporter in Ontario, Canada. This
reporter wrote a unique system of shorthand which no one else was able to read.
After reporting the testimony in several trials, he died before he had transcribed
his shorthand notes and no one able to decipher them could be found. In two
of these cases, one of the parties desired to appeal but it was impossible to
obtain a transcript of the testimony for use on appeal. The court of appeal
ordered a new trial in each case. The parties were not restricted to the evi-

369

The Journal of Accountancy
dence given at the former trials but were permitted to begin anew. Patton et
al. v. Yukon Consolidated Gold Co., Ltd., et al., 1933 O. W. N. No. 8, p. 154;
Olanow v. The Goderich Mfg. Co., Ltd., et al., 1933 O. W. N. No. 10, p. 183.
Apart from the delay and the matter of the cost to the parties and to the
government, this procedure resulted in giving each party to the litigation a
complete examination of the other party before trial. This may or may not
have been conducive to the attainment of justice. If an accountant on the
staff of a firm wrote a unique system of long-hand which no one else could read
and made his working papers in a way which no one else could understand and
then died before he had prepared his report, the consequences might well be
fully as serious as those in the Canadian litigations.
AUTHORITY OF CORPORATION’S SECRETARY

In Nathan v. Regent Laundry Service, Inc., 89 N. Y. Law Journal 1521, the
court held that the secretary of a corporation was a general officer with appar
ent authority to do any act which the board of directors legally could authorize
or ratify. Thus a contract of employment executed by him as secretary
bound the corporation, despite the fact that the corporation’s by-laws provided
that the secretary was a ministerial officer whose duties were limited strictly to
the performance of such work as was merely secretarial in character. Such
a by-law has no force as a limitation of authority against an outside person
when the secretary performs an act within the apparent scope of a secretary’s
authority.
ENGAGEMENT RINGS

Accountants who in their cool, calm and collected manner contemplate
matrimony should be apprised of a latent right. The appellate division of the
supreme court of New York has just decided that a woman may not retain
an engagement ring when she declines without cause to keep her promise to
wed the donor. Beck v. Cohen, 262 N. Y. S. 716. In this case the ring cost
$350, but the report does not show whether it had been paid for or the jilted
man was to have a reminder of his romance whenever an instalment fell due.
The court in its learned search for legal truth went back only to the year 1576.
Two of the five judges dissented. On a rising diamond market the fair one
might be justified in reimbursing the wooer for his cash outlay and keeping the
profit. If the engagement were a long one, interest on the investment should
be claimed as an element of cost.
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AMERICAN INSTITUTE EXAMINATIONS
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[Note.—The fact that these solutions and answers appear in The Journal
Accountancy should not cause the reader to assume that they are the

official solutions and answers of the board of examiners. They represent
merely the opinions of the editor of the Students' Department.]

Examination in Accounting Theory and Practice—Part II
November 18, 1932, 1:30 P. M. to 6:30 P. M.
The candidate must answer questions 1 and 2, and any two of the three following
questions:

No. 4 (18 points):
(a) At December 31, 1930, the Rightform Manufacturing Company was
carrying, as current assets, certain temporary investments (at cost), whose
respective market values you find to be approximately as follows:

Cost
Common stocks:
400 shares Southern Pacific.......................................
220 “ National Biscuit.......................................
50 “ Western Union.........................................
U. S. Liberty Loan, 41/4’s of 1933-1938......................

Approximate
market values

$45,320
18,600
9,415
21,950

$37,500
17,080
6,675
21,150

$95,285

$82,405

State clearly three methods (in order of preference from the viewpoint of
conservatism) of treating these investments in the annual accounts.
(b) The Satisfaction Tailoring Corporation has funds on deposit in several
banks, two of which closed during the latter part of 1931 and, at the date of your
examination, have not reopened.
What is the conservative way to state these frozen deposits on the corpora
tion’s balance-sheet at December 31, 1931?
(c) The Interstate Holding Company owns capital stock of three subsidiary
companies—A, B and C—amounting to 95, 90 and 60 per cent, respectively, of
the total outstanding stock of each. In preparing statements of the holding
company, for the guidance of its directors in deciding upon the declaration or
omission of dividends, what cognizance, if any, would you take of the following
conditions?

(1) The book value of A company’s stock is less than that at which it is
carried by the holding company, due to heavy losses incurred in the
current and preceding years as a result of inefficient management.
(2) The book value of B company’s stock is substantially less than that at
which it is carried by the holding company, as a direct result of the
subsidiary’s having declared and paid dividends during the current
year in excess of profits.
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(3)

C company’s stock, which is carried on the books of the holding company
at an average cost in the open market of $84 per share, is quoted on the
New York stock exchange at $10.50 at the balance-sheet date. In
vestigation shows that this shrinkage is directly attributable to two
factors: (a) adverse conditions in the industry, and (b) general finan
cial conditions and other causes entirely unrelated to the business.

State briefly what your treatment of the foregoing factors would be in pre
paring a balance-sheet for the holding company.

Solution:
(a) These securities should be shown as current assets, as they represent the
temporary investment of funds, are listed, and may be readily converted into
cash. In the accounts, they may be shown:
(1) at market price,
(2) at cost, less a reserve for the decline in market price,
(3) at cost, with a notation stating the market price.
The entries for (1) and (2) follow:
(1)
Surplus......................................................................................
Securities..............................................................................
To write down the values of the securities
to market price at December 31, 1930, as
follows:
Book value...................................................... $95,285
Market price..................................................
82,405

Excess.............................................................

$12,880
$12,880

$12,880

(2)
Surplus....................................................................
Reserve for decline in market price of securities..............
To set aside a reserve for the decline in market price
of securities at December 31, 1930.

12,880
12,880

It will be noted that the charge in both cases is against surplus account, as
the decline in the value of the securities represents, in the case of a manufactur
ing company, an extraneous and not an operating loss.
No entry is necessary under (3). The securities would be shown in the
balance-sheet somewhat as follows:
Marketable securities—at cost
(Market price, $82,405)...................................................................
$95,285
There is but slight justification for the third method.
(b) In such cases wherein a recovery was made subsequent to the balancesheet date and before the preparation of the statement, the amount so recovered
may be stated as a current asset. However, such circumstances are unusual.
In such cases where a recovery may reasonably be expected, a reserve should
be set aside. The amount of the reserve depends upon the particular circum
stances, but should, preferably, be set at 100 per cent. The bank balances and
the reserves should appear in the balance-sheet as “other assets.” If it is
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known that no recovery will be had, the balances should be written off im
mediately.
(c) Adjustments should be made on the balance-sheet of the parent com
pany to take up in its investment and surplus accounts, the profits, losses
and dividends of its subsidiaries as mentioned under (1), (2) and (3). The
effect of the decline in the market value of its investment in Company C would
be then sufficiently reflected in the accounts of the parent company.
After giving effect to these adjustments, a consolidated balance-sheet should
be prepared, which should also show the separate balance-sheets of all of the
companies (after eliminating the reciprocal accounts). From this statement,
the directors can determine the financial condition of each of the companies,
and of the consolidation as a whole.
No. 5 (18 points):
The revenue act of 1932 provides for a tax of 133/4 per cent. of the amount
of the net income of every corporation. If a consolidated return is filed, the
rate is 141/2 per cent. These rates apply to the entire amount of net income,
as corporations are no longer allowed a specific credit. A net loss of a corpora
tion may be deducted in the succeeding taxable year. Income-tax returns for
the year 1932 are due on or before March 15, 1933.
A parent company owns all the outstanding common stocks of 62 operating
companies, with the exception of qualifying directors’ shares. The books of
the parent company and of the subsidiary companies are audited annually by
public accountants, and reports are submitted for each company, as well as a
consolidated balance-sheet and a consolidated income and profit-and-loss state
ment.
The parent company maintains a tax department, and the income-tax re
turns are prepared by this department, but the public accountants are retained
to give advice with respect to federal tax matters.
(a) In December, 1932, you are asked for your opinion as to whether a con
solidated return should be filed or whether separate returns should be filed for
each company. In giving your opinion, state briefly the factors you would
take into consideration, with such qualifications as you deem necessary.
(b) You are also requested to confer with the company’s tax department and
suggest, in a general manner, methods whereby the return, or returns, may be
prepared with a minimum of expense and with a consistent treatment of taxable
items of income and deductions of all companies.
Do not submit forms: give only an outline of the procedure to be followed in
the preparation of the return or returns.

Solution:
(a) A consolidated return should be filed unless the additional 3/4 per cent.
of tax is likely to more than offset the advantage of applying the deductible
losses of certain companies against the taxable income of others. The factors
to be considered are:
1. If a consolidated return is filed, all of the 62 subsidiary companies must
be included in the consolidation.
2. If a consolidated return is filed for the year 1932, “a consolidated return
must be made for each subsequent taxable year during which the affili
ated group remains in existence unless (1) a corporation (other than a
corporation created or organized, directly or indirectly, by a member
of the affiliated group) has become a member of the group during such
subsequent taxable year, or (2) one or more provisions of these regu
lations, which have previously been consented to, have been amended,
or (3) the commissioner, prior to the time of making the return, upon
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application made by the common parent corporation and for good
cause shown, grants permission to change.” Regulations 78, article 11.
3. If the operations of the companies with losses result in small losses, and
the taxable incomes of the other companies are large, the reduction in
taxable income of the group may not offset the increase in the rate of
taxation.
4. The companies with net losses may be able to apply these losses against
their own profits in the succeeding year; however, if certain companies
appear to be incurring losses regularly, the group may avail itself of
losses which could not otherwise be used.
5. Inter-company profits or losses may be eliminated by filing a consolidated
return.
An examination of the reports and returns for past years should be studied
for the purpose of ascertaining what income taxes would have been paid if the
current law had been in effect during those years, if
(1) a consolidated return had been filed, or
(2) separate returns had been filed.

This study should aid in making a decision on the points numbered 3, 4,
and 5, above.
While an opinion may be stated in December, 1932, after giving considera
tion to the above factors, final decision should be withheld until the statements
for the year 1932 are completed, and the taxes under both methods are com
puted. If the filing of a consolidated return would result in a lower tax for
the year 1932, the factors above should he weighed to determine whether a
similar benefit is likely to result from consolidated returns in the future; if a
change is likely—or certain—to occur in the consolidated group in the next
year (thus renewing the choice of methods) the consolidated returns should
certainly be filed.
(b) If separate returns are to be prepared, uniformity can be obtained by
first picking out in each case, the items specifically shown on the face of the
returns: i.e., officers’ salaries, rent, depreciation, taxes, interest paid, etc.,
and preparing uniform schedules for all other items of income and expense.
If a consolidated return is to be prepared, the same result can be obtained
by the use of columnar sets of working papers, one set with items similar to
those on the face of the return, and the other sets for the various schedules.

Examination in Auditing
November 17, 1932, 9 A. M. to 12:30 P. M.

Answer all the following questions:

No. 1 (10 points):
Auditing a corporation in the state of X for the calendar year 1931, you find
on its profit-and-loss statement “Taxes paid, $4,200.” The ledger account
shows the following items:
“Feb. 1 State real-estate tax—of 1930........................ $1,200
May 1
“
“ “
“—1/2 “ 1931.........................
1,200
Nov. 1
“
“ “
“ 1931........................
1,800
Dec. 31 Contra to profit & loss..........................................
$4,200”
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Supporting tax bills show that the assessments cover periods for one year
from July 1st, agreeing with the state’s fiscal year, the taxes being due and pay
able in two instalments, November 1st and May 1st.
You also discover an unrecorded unpaid bill for a state franchise tax of $3,000,
due and payable November 1, 1931, for one year in advance.
Give your analysis of the items, and state how they should be treated.

Answer:
From the statement of the problem it would appear that on July 1, 1930, a
real estate tax was assessed for the year ended June 30, 1931, payable in two
instalments, on November 1, 1930, and May 1, 1931. (This interpretation
may not hold in all states.) Accordingly, the corporation should charge its
tax account for the year 1931 with one-half of the assessed tax for 1930 (ap
plicable to the period January 1, 1931, to June 30, 1931) and one-half of the
assessed tax for 1931 (applicable to the period July 1, 1931, to December 31,
1931).
From the ledger account it would appear that the amount of the assessments
made at July 1, 1930, and July 1, 1931, were $2,400 and $3,600 respectively.
The charge for real estate taxes for the corporation’s fiscal year would be
therefore:
1/2 of $2,400.................................................................. $1,200
1/2 of 3,600..................................................................
1,800

Total.....................................................................

$3,000

The payment made on February 1, 1931, for $1,200 applies to the period,
July 1, 1930, to December 31, 1930, and should be charged against the opera
tions for 1930, by means of the following entry:

Surplus.............................................................................................. $1,200
Profit and loss (surplus) (taxes paid)......................................
$1,200
To transfer charge for taxes for year 1930 paid during 1931.
The unrecorded unpaid state franchise tax of $3,000 should be entered to
charge the operations for the year 1931 with its portion, $500, and to defer the
remainder, $2,500, applicable to the following year. The entry to record this
tax follows:
Taxes paid (profit and loss, 1931)................................................ $ 500
Prepaid taxes...................................................................................
2,500
Accrued franchise tax.................................................................
$3,000
To record the state franchise tax due and payable No
vember 1, 1931.
An adjustment should be made on the books for the state franchise tax of
the preceding year, which tax was presumably paid on November 1, 1930.
Five-sixths of the amount of this tax should be charged against the operations
for the year 1931 by means of a credit to surplus.

No. 2 (10 points):
A bank engages you to audit the accounts of the Smith Manufacturing Com
pany, which is seeking a loan. You find that the company is not incorporated
and that A. B. Smith is the sole owner of the business.
How far will you go in determining and setting out in your report the personal
assets and liabilities of Mr. Smith? State your procedure.
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Answer:
The personal assets and liabilities of A. B. Smith, the sole proprietor of the
Smith Manufacturing Company, should be considered in conjunction with the
audit of the assets and liabilities of the company. The personal liabilities of
Mr. Smith may be of such nature that he may feel compelled to withdraw
assets from the company to satisfy those creditors, even to the extent of seri
ously depleting the working capital of the business. On the other hand, his
personal assets may be such that, considered with those of the company,
the loan sought could be safely granted.
Mr. Smith should be requested to give the data relating to his personal
assets and liabilities, which should be verified by the auditor. Particular
attention should be directed to the following:

1. Securities on hand, in transit, held in safekeeping, or pledged, should be
inspected or confirmed, and valued at market price.
2. Real estate owned, with mortgages or liens, should be verified, noting
particularly the maturity dates and amounts payable on the mort
gages, liens and taxes. Any unpaid past due taxes should be listed.
3. Cash in banks and bank loans should be reconciled and confirmed; the
source and nature of the deposits shown on the bank statements
should be carefully noted.
4. Accounts and securities with brokers should be confirmed.
5. A search of the public records should be made to learn of any mortgages
and judgments.
6. Information relative to life insurance should also be obtained.
7. Any other points which may arise during the examination.
If the personal assets and liabilities are relatively important, a statement
showing (1) the financial condition of the company, (2) that of Mr. Smith,
personally, and (3) both combined should be included as a part of the report.
In any case, the scope and the result of the examination of Mr. Smith’s per
sonal affairs should be commented upon in the text of the report.
No. 3 (10 points):
State the method of verifying the following accounts in the audit of a stock
brokerage firm.
(a) Customers’ accounts (cash balance and securities).
(b) Failed to deliver.
(c) Failed to receive.
Answer:

(a)

Customers’ accounts (cash balance and securities).

1. Obtain the original and a duplicate statement of the customers’ accounts
which should show the balances at the beginning of the month, purchases, sales,
remittances, dividends, and interest during the month, and the balances at the
date of the audit—all expressed in terms of cash. The customers’ security
positions should also appear. The duplicate should be retained by the auditor
for future reference.
2. Check the statements against the ledger accounts, and against a trial
balance of the customers’ ledger accounts. The total of the net balances
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shown on the statements should be checked against the general ledger control
account.
3. Send the statements to the customers (the actual mailing should be done
by the auditors) requesting that confirmations thereof be sent direct to the
auditor. These confirmations when received should be examined for reported
differences which in turn should be satisfactorily accounted for.
4. Obtain transcripts of the customers’ margin accounts whereon should be
detailed the customers’ money balances, as well as their security positions;
i.e., securities long, short and safekeeping.
5. Obtain a transcript of the broker’s security position by securities, which
should show a total position in each security, individual customers’ positions
in each security, and the location of the securities.
6. Verify the existence of the securities by count and by confirmation with
banks, brokers, transfer agents, etc.
7. Check customers’ security positions as shown by the ledger account and
margin account, and brokers’ security position against each other and account
for all differences.
8. Account for all securities as shown by the transcript of the broker’s
security position either by count or confirmations.
9. Check the adequacy of the collateral security in the case of customers’
margin accounts, and provide for actual and possible losses thereon.

(b) Failed to deliver:
These accounts, which represent balances due from other brokers for se
curities not yet delivered to them, should be accounted for and verified by
obtaining:
1. A list of such balances from the firm’s records, and
2. Direct confirmations from the firms to whom the securities will be
delivered when the amounts due from them are paid.
(c) Failed to receive:

These accounts, which represent balances due to other brokers for securities
not yet received from them, should be accounted for and verified by obtaining:

1. A list of such balances from the firm’s records, and
2. Direct confirmations from the firms from whom the securities will be
received when the amounts due to them are paid.
No. 4 (10 points):
In 1925 your client, a corporation, issued 100,000 shares of cumulative pre
ferred stock. In 1927 it repurchased 20,000 of these shares and held them as
treasury stock until 1932 when it sold them at cost. Dividends for 1930 and
1931 on the preferred stock were suspended, but were declared in 1932 together
with the dividend for that year.
You find that the dividends on the 20,000 shares of treasury stock for 1928
and 1929 were entered on the books as income to the corporation, as were also
the suspended dividends when declared in 1932, the purchasers of record of these
shares receiving only the dividend for 1932.
How will you deal with this matter? Give your reasons.
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Answer:

Dividends should be declared and paid only upon that stock outstanding in
the hands of the public, and not upon treasury stock. If dividends are paid
upon treasury stock and recorded as income, the earnings will be over-stated.
In the case in point (assuming a dividend of $7 per share), the profits have
been over-stated as follows:
1928...........................................................................
1929...........................................................................
1932...........................................................................

$140,000
140,000
420,000

Although these dividends were charged to surplus, they were also credited
to that account as a part of the earnings for the years 1928, 1929, and 1932.
Accordingly, no adjustment in the surplus account is necessary. However,
the earnings statements should be corrected, by eliminating the dividends on
the treasury stock entered as income.
The contract of sale of the treasury stock should be examined to learn
whether the purchasers of the stock were entitled to the dividends for the year
1932 only, or whether they were to receive all of the unpaid accumulative
dividends. In the latter case, the liability for the amount of the suspended
dividends not paid should be entered upon the books.

No. 5 (10 points):
(a) Define “trade acceptance.” (b) What is its distinguishing character
istic? (c) As compared with customary trade methods of book accounts what
are its advantages and disadvantages (1) to the parties thereto, (2) to the
auditor, and (3) to business in general?

Answer:
(a) A “trade acceptance” is a “bill of exchange, drawn by the seller on the
purchaser, of goods sold, and accepted by such purchaser.”
(b) The distinguishing characteristic of the trade acceptance is that it arose
out of a purchase of goods. It often bears evidence of this fact upon its face.
(c) (1) To the seller, the trade acceptance is more desirable because it is a
promise in writing to pay a stated amount at a definite date; it can more readily
(and at a lesser cost) be discounted, and thus release working capital which
would otherwise be tied up in open accounts; to the buyer, the use of trade
acceptances may result in more favorable terms of purchase, such as price and
dating. However, if he is unable to meet his obligation at maturity, his credit
standing might be impaired, particularly so, if the acceptance (a negotiable
instrument) is in the hands of third parties. Furthermore, the buyer may have
difficulty in obtaining adjustments, and would have no claim of offset against
the seller if the acceptances were held by third parties.
(c) (2) To the auditor, the use of trade acceptances facilitates his work.
Acceptances receivable and acceptances payable can be verified more quickly
and completely than open accounts receivable and payable.
(c) (3) To business in general, the use of trade acceptances is an aid to the
extension of credit; not only by the seller to the buyer, but by the banks to the
seller, and the Federal Reserve Banks to the commercial banks.
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No. 6 (10 points):
The A. B. Corporation lends money to its customers, taking their notes
secured by warehouse receipts for merchandise in storage. All these notes,
together with the warehouse receipts, are pledged by the corporation to secure
bank loans.
What steps should the auditor take to verify the notes receivable at the date
of his balance-sheet?
Answer:
A list of the notes receivable at the date of the balance-sheet should be
prepared, which should show:
Date
Makers’ names
Date of maturity
Amount
Rate of interest
Interest
Security

When confirming the bank loans, the auditor should request a list of the
pledged notes and the security thereon to be sent direct to him. This list should
be checked against the schedule which he has prepared. If his schedule shows
notes not confirmed by the bank, he should ascertain whether they have been
dishonored or paid. If dishonored, they should be on hand and he should
note what action has since been taken to secure payment. If paid, the amount
received should be traced through the corporation’s cash records to the bank
statement.
Even though the bank has accepted the notes as collateral for the loans made
to the company, the market value of the merchandise evidenced by the ware
house receipts should be ascertained to determine whether the notes are fully,
or partially secured.
No. 7 (10 points):
You are invited to address a regional bankers’ convention on the subject of
internal check in handling loans and discounts. Give an outline of what you
would suggest.
Answer:

1. Require that all requests for new and renewal loans and discounts be ap
proved in writing by an officer of the bank. This approval should be recorded
on the notes or attached thereto.
2. Require prenumbered triplicate forms to be prepared containing complete
information regarding each new loan, renewal loan, payment on loans, other
loan changes, and changes in collateral security. The three copies of the forms
will be disposed of as follows:
(a) Retained by note teller for reference and to be used in a tickler file as a
basis for notices to customers, etc.
(b) Sent to general ledger bookkeeper to summarize and to support daily
entries to “loans and discounts.”
(c)
Sent to auditing department.
3. Require auditing department to build up and maintain daily controls of
Ioans and discounts. These controls should be arranged according to interest
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rates of loans. The controls mentioned will be constructed and kept current
by a summary of the entries indicated by the triplicate copy of the forms men
tioned under (2). These controls will enable the auditing department to check
daily the general ledger figures of “loans and discounts” and interest earnings.
4. Require the auditing department to maintain a control record by securi
ties of all collateral held, and also a detail “margin account” for each collateral
loan on which will be computed daily, the value of the collateral.
5. Cause the auditing department to make physical audits of loans and col
lateral at least four times a year. These audits to be made at unannounced
times. In connection with each audit, the auditing department should recon
cile its records of loans and collateral with the actual notes and collateral held
by the note department.
6. Request confirmations from customers of loan balances and collateral in
connection with each audit referred to in (5).
No. 8 (10 points):
In conducting an audit of a wholesale company, you note the following
accounts on the general ledger:
Cash discounts lost (debit balance)..........................
$1,432.73
Cash discounts not taken (credit balance)................
5,733.40
What, in your opinion, is the meaning of these accounts, and how will you
dispose of them in preparing the income statement of the business?
Submit pro-forma journal entries illustrating a purchase and a sale under the
procedure obviously followed by the company.
Answer:

The apparent meaning of the accounts mentioned is:
1. Cash discounts lost (debit balance) indicates that the company takes up as
income at the time of purchase, all possible purchase discounts. Such dis
counts as are not taken are charged to this account.
2. Cash discounts not taken (credit balance) indicates that the company
provides for all possible sales discounts at time of sale. Such discounts as are
not allowed are credited to this account.

Cash discounts lost:
When a purchase is recorded in the voucher register or purchase record, the
following debits and credits are made:
Purchases.....................................................................
Discounts earned.....................................................
Accounts payable....................................................

$1,000.00

$20.00
980.00

When the invoice is paid, the following entry is made in the cash disburse
ments record:
(1) If the discount is earned:
Accounts payable........................................................
Cash..........................................................................

$980.00

(2) If the discount is lost:
Accounts payable.................................................... $980.00
Cash discounts lost.....................................................
20.00
Cash..........................................................................
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At the end of the accounting period, an examination of the unpaid vouchers
should be made to ascertain the amount of the discounts lost on the past due
vouchers, and the amount of the discounts available on the vouchers not yet
due for payment. With this information the following entry should be made
to correctly state the liability on the vouchers payable.
Cash discounts lost...............................................
Discounts earned...................................................
Accounts payable.............................................

$ xxx. xx
x,xxx.xx
$x,xxx. xx

The amount of the cash discounts actually earned during the period is the
difference between the balances in the discounts earned account and the cash
discounts lost account.
After the books have been closed for the period, the amount of the discounts
available in the preceding entry should be reversed as follows:
Accounts payable.....................................................

$x,xxx. xx

$x,xxx. xx

Discounts earned..................................................

Cash discounts not taken:
When a sale is recorded in the sales journal, the following debits and credits
are made:
Accounts receivable........................................................
Discounts on sales..........................................................
Sales..............................................................................

$490.00
10.00
$500.00

When the remittance is received, the following entry is made in the cash
receipts record:

(1) If the discount is taken:
Cash..................................................................................
Accounts receivable....................................................

(2) If the discount is not taken:
Cash ..................................................................................
Cash discounts not taken...........................................
Accounts receivable....................................................

$490.00
$490.00
$500.00

$10.00
490.00

At the end of the accounting period an examination of the unpaid sales in
voices (or ledger accounts) should be made to ascertain the amount of the dis
counts lost on those past due, and the amount of the discounts which may be
taken on those not yet due for payment. The impracticability of securing this
information is a decided disadvantage. However, these data are necessary, if
the accounts receivable, and the discounts actually allowed during a given
period, are to be correctly stated. The entry follows:

Accounts receivable..............................................
Discounts on sales............................................
Cash discounts not taken................................

$xx,xxx. xx

$xx,xxx.xx
x,xxx. xx

The amount of the cash discounts actually allowed during the period is the
difference between the balances in the sales discount account and the cash dis
counts not taken account.
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After the books have been closed for the period, the amount of the discounts
on sales in the preceding entry should be reversed as follows:

Discounts on sales................................................
Accounts receivable..........................................

$xx,xxx. xx
$xx,xxx. xx

In the profit-and-loss statement the accounts may be shown as follows:
(1)
Financial income:
Discounts earned (available)..........................
Cash discounts not taken................................

$xx,xxx. xx
X,XXX. XX

Financial expense:
Discounts on sales (available)........................
Cash discounts lost...........................................

XX,XXX.XX
X,XXX. XX

(2)

Financial income:
Discounts earned (available).........................
Less—cash discounts lost.................................

$XX,XXX. XX

X,XXX. XX
$XX,XXX. XX

Financial expense:
Discounts on sales (available)........................
Less—cash discounts not taken......................

$XX,XXX . XX
X,XXX. XX

XX,XXX.XX

(3)

Show the net amount of the discounts actually earned, and actually allowed.
No. 9 (10 points):
State three methods of treating cash discounts on sales in the income state
ment and discuss the reasons for each.
Answer:
Cash discounts on sales may be treated in the income statement as:

(1) A reduction of sales.
(2) A selling expense.
(3) A financial expense.
(1) In certain industries, the cash discount rate may run as high as 8 per cent.
or ten per cent. Because of the high rate, the discount is considered to be a
trade discount, even though it can be deducted only upon the prompt payment
of the invoice. Accordingly, in many cases, the discount is deducted from sales
in the income statement.
(2) In other cases, the discount is considered as an inducement to the
prospective purchaser to buy, and the amount allowed may be treated as a
selling expense. Particularly is this so, where the operations of the credit de
partment and of the selling department are closely affiliated. In such cir
cumstances, the discount is considered not only as an inducement to buy, but
also to pay promptly, with a resulting decrease in collection and bad debt ex
pense.
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(3) As cash discounts are offered, in many cases, for the purpose of securing
capital for current operations without resorting to borrowing, the amount so
allowed may be considered as closely akin to interest, and hence, a financial
expense.

No. 10 (10 points):
In making an audit of a recently organized utility corporation, you find an
entry on the books, supported by resolution of the board of directors, as follows:
“Franchises, Dr....................................................................... $50,000
To surplus...........................................................................
$50,000
To set up expenditures by incorporators prior to
date of incorporation in connection with securing
franchises.”
State what you would do and your reasons therefor.
Answer;

The franchise, the contract with the incorporators, and the minutes of the
meetings of the board of directors should be examined first, to ascertain:
(1) The life, terms, etc., of the franchise, and the ownership.
(2) The amount actually expended by the corporation for the purchase of
the franchise.
(3) The manner of payment.
From the explanation in the journal entry, it would appear that the corpora
tion paid nothing to the incorporators. If the corporation acquired the fran
chise by a donation of the incorporators, the credit should have been made to
“donated surplus.”
If there is an agreement to pay the incorporators, the credit should have been
made to a liability account. If the corporation reimbursed the incorporators
with capital stock, the credit should have been made to the capital stock ac
count. If with cash, the account charged with the payment should be credited,
franchise account should be debited with the amount paid, and the entry given
in the problem should be reversed.
Provision should be made for amortization of the franchise.
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Institute Examination in Law
By Spencer Gordon
The following answers to the questions set by the board of examiners of the
American Institute of Accountants at the examinations of November, 1932,
have been prepared at the request of The Journal of Accountancy. These
answers have not been reviewed by the board of examiners and are in no way
official. They represent merely the personal opinions of the author.—Editor,

The Journal of Accountancy.
Examination in Commercial Law
November 18, 1932, 9 a. m. to 12:30 p. m.
An answer which does not state reasons will be considered incomplete.
ever practicable, give answer first and then state reasons.

When

Group I
Answer all questions in this group.
No. 1 (10 points):
Wolff was the selling agent for Knox Mills, Inc., and since 1924 had owned
100 shares of its common stock. Claghorn was president of the corporation.
Wolff and Claghorn executed a contract under seal whereby Claghorn agreed to
purchase Wolff’s stock at par value at any time upon Wolff’s request. Wolff
gave Claghorn the right to purchase it if Wolff’s contract with the corporation
should terminate or at any time within 30 days after Wolff’s death. The stock
certificate was endorsed as follows: “This certificate is subject as to transfer to
a certain agreement made between Jacques Wolff and Edwin B. Claghorn,
dated November 15, 1926.” This contract was made binding upon and to
enure to the benefit of the executors, administrators and assigns of each party
“provided that no assignment of this agreement shall be made by said Wolff
without the written consent of said Claghorn.” On November 3, 1930, Wolff
duly requested Claghorn to purchase this stock and tendered it to him. Clag
horn refused to purchase it on the ground that the contract was void for lack of
mutuality and of consideration. Is this contract valid?

Answer:
The contract is valid. The mutual promises of the parties obligate Clag
horn to buy the stock at Wolff’s request, and obligate Wolff to sell in event of
the termination of his employment or death. These promises are mutual op
tions and form the consideration for each other. The contract is under seal,
and in a few states consideration is unnecessary for a sealed instrument.

No. 2 (10 points):
Dupont drew a cheque on the X bank for $1.22 payable to the order of Alice
Nugent. This cheque was fraudulently raised to $3,881.22 and the name of the
payee changed to Alfred Nugent. Thereafter, this cheque was endorsed by
Alfred Nugent and deposited by him in the B bank. The B bank endorsed it,
guaranteeing all prior endorsements, and collected $3,881.22 from the X bank.
Prior to the discovery of the fraud, Alfred Nugent closed his account with the
B bank and disappeared. Upon whom does the loss fall and why?
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Answer:
The loss falls on the B bank. Under the uniform negotiable instruments
act, every person negotiating an instrument by qualified endorsement warrants
that the instrument is genuine and in all respects what it purports to be, and
that he has title to it. The X bank can recover the amount paid the B bank
upon these warranties.

No. 3 (10 points):
A boy, twelve years old, whose mother had died and whose father had aban
doned him, was being supported by a man who had known both of the boy’s
parents for several years but who was not related in any way to the boy. One
year after this support began, the man procured insurance on the boy’s life pay
able to the man as beneficiary. Two years thereafter the boy died. At all
times, from the date of the application for the policy until the boy’s death, the
insurance company’s general agent and its local agent or solicitor knew all of the
facts and circumstances of the case. Is the policy valid?
Answer:
The policy can be enforced. Continued support of a foster child may rea
sonably justify an expectation by the foster father that the former will render
him care and assistance in time of his need. Where there is such a relation be
tween the parties, an insurable interest exists. It can not be conclusively
determined from the facts of the instant case whether a sufficient interest has
been shown, but although the insurance company can not waive the requirement
that the insurer have an insurable interest, it can be estopped from questioning
the sufficiency of that interest, and the acceptance of the premiums coupled
with the knowledge of the facts will be held to have worked such estoppel in the
present case.

No. 4 (10 points):
Mark Talbot was insolvent. In order to obtain a loan of $500,000 from
Clark Gibbons, Talbot was compelled by Gibbons to purchase from him, for
$378,000, a residence property known to be worth $250,000, and certain corpo
rate stock of no market value for $80,000. Talbot signed a note payable to the
order of Gibbons carrying interest at the legal rate of 6%.
(a) At maturity, will the note be enforceable by the payee?
(b) At maturity, will the note be enforceable by a holder in due course?
Answer:
Forcing a borrower to buy property at an exorbitant price as a condition to
obtaining a loan at legal interest rates constitutes usury. The penalty for
usury varies greatly under the statutes of the several states. Some laws have
been construed to render a note providing for an usurious rate of interest void
between the parties as to both principal and interest. Under other laws only
the stipulation for the usurious interest is deemed to be forfeited, the note being
enforceable as to the principal sum thereof. And still other statutes are held
to affect only the interest in excess of the legal rate. Under statutes expressly
declaring usurious contracts void, it is uniformly held that usury is a defense
which may be set up against a bona fide holder even of negotiable-paper. No
validity can be given to it by sale or exchange because that which the statute
has declared void can not be made valid by passing through the channels of
trade. If, however, the statute does not expressly declare the note void, a
holder in due course will be protected in most jurisdictions.
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No. 5 (10 points):
Theodore Crawford, in November, 1925, subscribed for 100 shares of the pre
ferred stock of the M Corporation and paid $2,000 to the corporation on ac
count. Crawford was induced to make and did make this subscription wholly
because the corporation’s treasurer had formally represented to him that the
corporation had a surplus at July 1, 1925, and had legally paid a dividend in the
month of July, 1925. Crawford sued for the rescission of his contract and the
recovery of the $2,000, and the following facts were proved: On January 1, 1925,
the corporation’s books showed a deficit of $11,484.29. In the following May,
a journal entry was made debiting deferred engineering and development ex
pense and crediting surplus with $22,167.95 for “expenses charged off in 1924,
deferred to future operations.” This amount was 80% of the 1924 expendi
tures for engineering. At the same time the corporation paid $10,000 for 400
shares of its own common stock, which it proceeded to carry at an asset value
of $10,000, although the book value immediately prior to this purchase was
$6.27. The corporation declared and paid a dividend of $1,591.55 in July,
1925.
(a) On the facts as stated, should Crawford succeed in his action?
(b) If the facts as stated should be amplified, indicate the lines along which
further inquiry should be made.
Answer:
(a) Crawford should succeed in his action to rescind the contract on the facts
stated.
(b) The facts should, however, be amplified to show what has been the net
income of the corporation from January 1, 1925, to July 1, 1925, to show the
market value of the stock of the corporation when purchased and on July 1,
1925, and to show the character of the 1924 expenditures for engineering.

Group II
Answer any five questions in this group. No credit will be given for additional
answers, and if any are submitted only the first five answers will be considered.
No. 6 (10 points):
A debtor of the X bank, in liquidation, offered to compromise his indebted
ness by the payment of $2,074.10. The state superintendent of banks agreed
to consider this offer on condition that the debtor deposit the money in escrow
and submit to an audit, and on condition, also, that acceptance of this offer be
approved by the court having jurisdiction of the liquidation. The deposit was
made and the audit completed but the debtor died prior to acceptance of the
offer by the superintendent. The debtor’s executor immediately demanded the
return of the escrow deposit. Is he entitled to it?

Answer:
Assuming the state superintendent of banks had authority to represent the
bank, the debtor’s executor can not recover this deposit. The deposit was
made as a pledge on the implied condition that the offer would not be with
drawn while the specified steps for its acceptance were being undertaken, and
in the absence of evidence that a reasonable time for these steps had elapsed, the
condition has not been met and the depositor or his executor is not entitled to
the return of the deposit.
No. 7 (10 points):
Charles Little on his own behalf contracted to sell 1,500,000 gallons of
molasses of the usual run from a specified sugar refinery, deliveries to begin
three months after the date of the contract of sale. At no time did Little have
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a contract with the refinery. Shortly after deliveries began, the refinery cur
tailed its output, for economic reasons, although there was no failure of the
sugar crop and no fire or other accident or strike at the refinery. The refinery
refused to sell to Little a sufficient quantity to enable him to deliver all of the
1,500,000 gallons. Has Little any valid defence in an action brought against
him by the vendee for failure to deliver?
Answer:
Little has no defense to an action for non-delivery. In the absence of a
clause conditioning delivery upon refinery output, the courts will not read such
a stipulation into the contract.

No. 8 (10 points):
Belknap, for an adequate consideration, gave the following written instru
ment to Pinney on August 5, 1932:
New York, N. Y.
Thirty (30) days after date I promise to pay to the order of Albert Pinney One
Thousand Seven Hundred Fifty Dollars ($1,715.) at Liberty Trust Company.
Value received. Interest at 6%.
Robert Belknap
James Silliman
Agents of New York Turbine Company.
Against whom, when, and for what amount will Pinney be entitled to enforce
this instrument?
Answer:
The note is due thirty days after issuance. The amount is that written in the
instrument, $1750, with interest at 6 per cent. from date of issuance. Belknap
and Silliman have indicated following their signatures that they sign on behalf
of a named principal, and under the uniform negotiable instruments act they
are not personally liable if they were duly authorized by such principal; the
principal alone being liable. At common law, the agents alone would generally
be held jointly and severally liable under this form of signature.

No. 9 (10 points):
(a) What circumstances can cause the dissolution of a partnership?
(b) Does dissolution necessarily result in the actual termination of the busi
ness formerly conducted by the partnership?
(c) What authority has a partner after dissolution?
Answer:
(a) The uniform partnership act specifies seventeen situations which may
cause dissolution of a partnership. In general, these include expiration of the
partnership agreement, a new agreement to terminate, change in the member
ship or bankruptcy of a member. Breach of the partnership obligations and/
or inability to carry on business at a profit gives cause for termination at the in
stance of one of the partners.
(b) After dissolution, a partnership continues only for the purpose of winding
up its affairs, but the business formerly conducted by the partnership may, of
course, be continued under other management.
(c) A partner after dissolution can act for the partnership generally only to
wind up its affairs.

No. 10 (10 points):
In September, 1928, Stone was 20 years and 6 months of age. He opened a
margin account with stock-broker X and did a certain amount of trading. One
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month later he transferred to X a similar account which he had with broker Y
and caused to be delivered to X 400 shares of the then market value of $17,450.
X paid Stone’s debit balance of $13,907.91 to broker Y, thus leaving Stone an
equity of $3,542.09 in these 400 shares. Two months later Stone closed his ac
count with X, receiving from X $70.99 in full payment of his credit balance.
Six weeks thereafter Stone rescinded his agreement with X, disaffirmed all of
his transactions with X, and sued X to recover the amount of his equity in the
400 shares ($3,542.09) minus the $70.99 paid to him by X upon the closing of
his account. Stone in June, 1928, had deposited $4,000 cash as margin with
broker Y. At the time of Stone’s disaffirmance of his agreement with X, the
400 shares transferred from Y had a market value of $14,227. How much, if
any amount, can Stone recover from X?
Answer:
At the date of his disaffirmance, Stone was still in infancy. In most juris
dictions an infant is allowed to disaffirm a contract before reaching his majority,
and while he may not sue without representation, such representative may be
later appointed.
Upon disaffirmance of his contract, an infant can usually recover whatever he
has paid upon returning any benefits received. The question is to determine
the value of what he has paid the broker X. It has been held that where a
commodity of fluctuating value such as stock is the medium of payment, the
stock must be valued as of the time of disaffirmance, since it is on this date that
the infant is entitled to the return of his payment subject to the broker’s lien for
the unpaid balance and upon the return of any payment theretofore made to the
infant. It follows that with regard to the stock transferred from the broker Y,
Stone can recover from X $14,227, less the broker’s lien of $13,907.91 and less
the $70.99 previously paid to him. It may be added that if this sum, which
here amounts to $248.10, were greater than the original deposit with Y, Stone
would probably be limited to his original deposit.
No. 11 (10 points):
A corporation’s certificate of incorporation or charter provided in Article A
that holders of preferred stock should be entitled out of surplus or net profits to
cumulative dividends at 7%. Article E stated that in any liquidation or dis
solution the preferred stockholders “shall be entitled to be paid in full the par
value thereof and all unpaid dividends accrued thereon before any amount shall
be paid or any assets distributed to the holders of the common shares.” Article
F read: “The preferred stock shall be subject to redemption at $110 per share
plus all unpaid, accrued, or accumulated dividends thereon. ” The corporation
was dissolved and after the payment of all creditors the funds available for dis
tribution did not amount to the total par value of the outstanding preferred and
common stock. At the time of dissolution no declared dividends remained
unpaid and the preferred stockholders had received annually the full amount of
their 7 % dividends. How should the available funds be distributed between
preferred and common stockholders?

Answer:
The rights of the respective stockholders are to be determined according to
Article E of the certificate of incorporation. The funds are distributable first to
the payment in full of the par value of the preferred stock. The remaining
funds will be divided and paid to the common stockholders according to their
respective shares.
No. 12 (10 points):
(a) What are the principal changes in the income-tax provisions of the
revenue act of 1932 as compared with the revenue act of 1928?
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(b) Explain, and illustrate by a simple example, how the gift tax will be
computed (knowledge of the rates prescribed in section 502 is not required).
Answer:
(a) Principal changes in the income tax provisions of the revenue act of 1932
are: increase in normal tax rates and surtax rates, reduction of specific exemp
tion, and abolition of earned income credit for individuals. Increase in rates
and abolition of specific credit for corporations. Losses on sales of securities
not allowed as deductions unless held two years. Net losses may be carried
forward for only one year. Corporation acquiring property in a reorganization
must use transferor’s basis if 50 per cent. control remains in transferor. Time
for filing petition for review of board of tax appeals decisions reduced from six
months to three months.
(b) Transfers to any person during year to the extent of $5,000 are exempt
from gift tax. Gifts above this amount are taxable after total amount of $50,000 has been reached. For example, a man makes the following gifts:
To A—$5,000.
To B—$10,000.
To C—$100,000.

He is allowed $5,000 exemption on each gift, leaving the gifts taxable as follows:
To A—nothing.
To B—$5,000.
To C—$95,000.
He is allowed a further exemption of $50,000, so that the net taxable value of
the gifts is only $50,000. The $5,000 exemptions apply to each year, but the
$50,000 exemption is for the taxpayer’s lifetime, and is to be applied against the
net gifts for each successive year until the $50,000 is exhausted. In computing
the gift tax for any year after 1933, a tax is first computed on the aggregate tax
able gifts for all the preceding years. This is deducted from a tax computed on
the aggregate taxable gifts up to and including gifts in the taxable year. The
difference is the tax for the taxable year.
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THE NEW BANKRUPTCY ACT, ANNOTATED, Prentice-Hall Inc.,
New York.

With praiseworthy promptness the Prentice-Hall Company has already
issued, in loose-leaf binder, the text of the bankruptcy act of March 3, 1933,
with introduction, notes, references to previously existing laws and extracts
from senate speeches that clarify the intention of those who wrote the law.
For the clarification of the law as it will be interpreted there will be issued
additional sheets for this binder as soon as cases are tried and decisions rendered.
It is generally known, of course, that the new law tends to compel minorities
of creditors to accept compositions, either extensions of time, changes of interest
rate or part forgiveness of debt if the arrangements are approved by a sufficient
number of creditors and also approved by the court or referee.
The section providing for reorganization of railways that are in trouble is,
perhaps, the most important to investors. It is provided that when railways
wish to make an arrangement with creditors under this act a trustee shall be
appointed from a panel named by the interstate commerce commission. That
gives some hope that these trustees will not be selected from the class of vultures
that have so often picked the bones of unfortunate enterprises, encouraging
even the idea that men may be selected for their suitability alone.
With this exception the law does not do much toward reform of the system
by which the whole of the assets of enterprises in receivership is so often dis
sipated without benefit to creditors or to the debtor.
To a large extent the spirit of the law is similar to that of the law of England;
the subordination of a minority of creditors to a sufficient majority is somewhat
socialistic, but minorities so often have made objection with the hope that they
will be bought off on better terms than others that their case will get little
sympathy. Railways, farmers, certain corporations guaranteeing mortgages—
but not general corporations—and individuals are most benefited by this law.
The act is entitled “An act to establish a uniform system of bankruptcy in
the United States.” That was superfluous; what was needed was an act to
establish a uniform system of bankruptcy procedure—we have the bankrupts.
There is also included in the law a provision that the attorney general shall
prepare and submit an annual report showing the amount of debt and of recov
ery covered by bankruptcy proceedings during the years; it would startle
American business men if there were given with this report statistics showing
the percentage recovered in Great Britain.
After all, this was to be a review of the book, not of the law; it is a matter for
congratulation that such a convenient and well judged summary of the law has
been so quickly put within our reach.
F. W. Thornton.

FEDERAL INCOME TAXATION—1933 CUMULATIVE SUPPLEMENT,
by Joseph J. Klein. John Wiley and Sons, Inc., New York. 1135 pages.
Though perhaps a little late for use in preparing income-tax returns for the
calendar year 1932, Dr. Klein’s 1933 Cumulative Supplement will be welcomed
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by public accountants who have relied upon his excellent work of 1929 with its
annual supplements. By delaying publication the author was enabled to in
clude pertinent points of the new regulations No. 77 which, much to the ex
asperation of many taxpayers, were not available till February 18. It follows
that we have the last word in government procedure in addition to the latest
court and tax-unit decisions on debatable questions.
The author has made this supplement cumulative, which will permit the
user to discard the supplements for 1930 and 1931, lessening by that much the
drudgery of hunting up developments and changes since the publication of
the original basic text of 1929. The arrangement of topics follows that of the
original text with clear references to changes in the latter demanded by later
decisions and rulings. With these two books before him the reader can readily
find his way through the tax maze.
People who have relied upon Mr. Klein’s clear expositions in the past four
years will be sorry to read his announcement that this will be the last supple
ment he will undertake. While, as he says, active practitioners have at their
disposal the modern tax services which keep their subscribers posted as to legis
lation, court decisions and treasury rulings affecting tax matters, nevertheless
an interpreter who can translate legal verbiage into plain, understandable Eng
lish as Mr. Klein does will be sadly missed. However, we are permitted to
hope that later he may give a new and revised edition of his original book.
The format, binding and print, pleasing to the eye and convenient for con
sulting, are the same as for the original basic book, which is sufficient assurance
to subscribers that the Supplement is a worthy companion of the original
volume.
W. H. Lawton

THE ETHICAL PROBLEMS OF MODERN ACCOUNTANCY, Lectures
delivered in 1932 on the William A. Vawter Foundation on Business
Ethics, Northwestern University School of Commerce. The Ronald Press
Company, New York. 152 pages.

A collection of lectures by George O. May, J. M. B. Hoxsey, Arthur Ander
sen, Eugene M. Stevens, and J. Hugh Jackson, with an introduction by Vanderveer Custis, is the fourth group of a series of discussions purporting at least
to deal with ethical problems. Some of the lecturers appear to have gone
rather far afield or to have considered that accounting technique, being perhaps
the outstanding problem of the art, is its principal ethical problem. Thus we
have discussions of accounting treatment of depreciation, reacquired securities,
foreign exchange and stock dividends, as well as of distinctions between capital
and earned surplus; we are reassured as to the increased importance of the ac
countant in the business world and demand for his services, and instructed as to
the method of conducting fact-finding investigations and business surveys for
the purpose of aiding management to control operations through the medium
of accounts; and we are reminded of the great increase in the breadth of the
distribution of corporate securities and that financial statements of publicly
owned organizations are of great importance.
Let him who is interested in the ethical problems of accountancy, however,
not despair. There are pages in the book which, if they can not be had without
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the absorption of copious quantities of technical instruction perhaps intended
for university students, still are not over-priced. Professional ethics receives
practical treatment at the hands of some of the lecturers and perhaps the en
couraging and uplifting tone is the clearer because it is not too completely sus
tained. While it may be contrary to reviewers’ ethics to quote, the point is
best illustrated by citing a paragraph:

“ Professional ethics is a type of self-discipline; it is enlightened selfishness
imposed for the good of the profession as a whole. It is not altruism; it gen
erally does not involve self-sacrifice; it merely means that in some instances the
individual is expected to yield his own immediate personal advantage, but that
even in doing this he will profit in the long run because of better conditions sur
rounding his profession. To state the matter differently, it means that the
individual ‘foregoes some immediate advantage for the sake of greater advan
tages farther on.’ ”
There is in the book a goodly amount of criticism of accountants, which is the
more valuable because it is stated in the first person—the profession recognizing
its present shortcomings in order to find the way for its future development—
but there are also enough illustrations of the attainment of the greater advan
tages farther on by the foregoing of some immediate advantage to indicate that
this type of vision is not wanting and that the future may be relied on to show
satisfying ethical development. One lays down the book with a sufficient sense
of gratification at instances of high ideals maintained, and the feeling that the
day may in fact come when all accountants will be so imbued with the dignity
of their profession as to be willing to measure their gain only partly in the cur
rency of the realm and partly in the satisfaction which comes from work well
done.
It is well that the literature of accountancy should tend to include discus
sions of its ethics, and the work under consideration includes worth-while
contributions to this field.
F. B. Andrews
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Accounting Questions
[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Account
ants, in authorizing the publication of this matter, distinctly disclaims any
responsibility for the views expressed. The answers given by those who reply
are purely personal opinions. They are not in any sense an expression of the
Institute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]

CASH SURRENDER VALUE OF LIFE-INSURANCE POLICIES
Question: I would like to know the prevailing practice with reference to loans
of corporations from life-insurance companies on policies carried on the lives of
officers. Should the full cash surrender value be shown as an asset and the loan
against the policy shown as a liability, on the theory that a liability should never
be deducted from an asset? Or should the loan be deducted from the cash
value and the excess, if any, be extended as an asset?
I find that some clients want the cash surrender value put in current assets
because it is recognized as such by the federal reserve bank, and it also im
proves their current position. In fact, in one case, this asset of cash value of
life-insurance determined whether or not the paper of the concern was subject
to re-discount. What is the prevailing practice in placing this item on the
balance-sheet?
Answer No. 1: Certain details in the form of presentation in financial state
ments are reflections of the views of credit grantors. Some years ago it was
more or less general practice to include the cash surrender value of life-insurance
policies among current assets. This practice can, we believe, still be justified,
though in recent years some bankers have indicated that in their opinion the
cash surrender value of such life-insurance policies should not be included in
current assets, but should be stated in the balance-sheet below the current
asset section. We understand that the reason these bankers give for their
opinion is that usually the cash surrender value will not be received in cash
within a year from the balance-sheet date.
If you will refer to the January, 1932, number of The Journal of Account
ancy, you will find an article by Anson Herrick, entitled “What should be in
cluded in current assets.” On page 59 Mr. Herrick submits a balance-sheet
prepared in what he terms “the usual procedure.” In this balance-sheet the
cash surrender value of life-insurance is included in current assets. On page 60
Mr. Herrick gives a balance-sheet prepared in accordance with his suggested
procedure, and in this balance-sheet you will find the cash surrender value of
life-insurance included under investments.
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Occasionally a balance-sheet will be found in which it may not be desirable
to include cash surrender value of life-insurance in current assets for the reason
that the proceeds when received must be used for some purpose other than
payment of liabilities or general corporate purposes. For example, the corpora
tion may have entered into an agreement to purchase the stock of an officer
whose life is insured, or perhaps the stockholders may have entered into an
agreement by which the proceeds of a policy must be withdrawn from the
corporation to carry out a similar purchase agreement between the estate of a
deceased stockholder and the surviving stockholders. Under such conditions
the cash surrender value of the life-insurance policy probably should be shown
below current assets.
If there is a loan on a life-insurance policy, we consider it permissible either to
show the cash surrender value as a current asset and any loan against it as a
current liability or to show the cash surrender value below the current asset sec
tion with the loan as a deduction. Usually the source of the loan does not de
termine whether or not it should be included in current liabilities. However,
since a loan against the cash surrender value of a life-insurance policy need not
be repaid until realization of the cash surrender value or the face amount of the
policy, there seems to be no good reason for requiring the loan to be included in
current liabilities if the cash surrender value of the policy is not included in cur
rent assets. On the other hand, if there is a commitment to use the proceeds
from the life-insurance policy for some purpose other than payment of current
liabilities or general corporate purposes, any loan against the cash surrender
value of the policy may be a current liability even though the cash surrender
value is not included in current assets. In these circumstances, upon the
death of the insured, if the company is to carry out fully its obligations under
the contract, it would be obliged immediately to obtain (by borrowing or other
means) an amount equal to the loan against the policy, since an amount equal
to the proceeds of the policy must be disbursed under the corporation’s commit
ment.
Answer No. 2: The best practice, we believe, is to show the net value of
insurance policies immediately following current assets. Such values, though
not current in the sense that they are being converted into cash in the normal
course of business, still constitute a quick asset almost as liquid as cash in most
cases. It is our practice to show the full cash surrender value with deduction
for any loans thereon. We do not think it necessary to show the loan among
the liabilities for the reason that as a practical matter it never becomes a charge
against any of the assets other than the surrender value, and if the loan were
included among the liabilities the ratio of assets to liabilities would be deceiving.
ACCOUNTING TREATMENT OF REVALUED ASSETS
Question: In pre-depression periods the tendency was to have an appraisal
made of plant, machinery and equipment, to write up the book value thereof
to the appraised valuation and to adjust the depreciation accounts in accordance
with the appraisal. The net adjustment usually resulted in a credit to capital
surplus account. It was the general custom to maintain the original low
depreciation charge to profit-and-loss and to charge the excess of depreciation
taken on the new valuation to the new capital surplus account which had been
created by the adjustment giving effect to the appraisal.
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The post-depression trend is to have the same assets appraised, which in al
most every instance is a revision downward, with its necessary adjustments in
capital surplus, and possibly the earned surplus accounts, and/or the read
justment of capital stock accounts. The reasons given, apparently, are that it
will bring values down to present replacement cost; that it will reduce the
amount of future depreciation charges; increase earnings of the company, and
enable the company, when the depression period is over, to return to its
dividend paying basis sooner than would be the case if the valuation remained
on a pre-depression basis.
Assume that, on the basis of an appraisal, the plant accounts were written up
in 1928 and a capital surplus was created. At that time the accountant wrote
off depreciation on the appraised value but charged to operations only an
amount equivalent to the depreciation on original cost and charged the dif
ference to capital surplus. In 1932 the plant accounts were written down,
again based upon an appraisal, and the capital surplus and part of the earned
surplus were eliminated.
1. Should the accountant be consistent with the pre-depression period basis
and insist upon charging to profit-and-loss account depreciation on the original
cost of the assets for earnings-statement purposes?
2.
If so, how should the excess depreciation credit be handled?
3.
If the accountant is not to be consistent, please give reasons.
4. If the adjustment writing down the plant values required a reduction of
capital stock, and if, in a subsequent year, partly due to decreased depreciation
charges, the company operated profitably and resumed the payment of divi
dends, would not this result in a payment of dividends out of former capital?
Answer: The procedure cited in question 1 involves writing off through
depreciation a book value which is already 100 per cent. written off. That
can scarcely be regarded as consistent. The year 1928 and current re-valuations are not comparable for depreciation purposes. The one creates an artifi
cial, the other cancels a real, depreciation obligation.
Whatever the accounting opinion on question 4 the legal view necessarily
prevails. For that, too long to repeat here, we would refer the inquirer to
Montgomery’s Financial Handbook, particularly page 1590.
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